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INTRODUCTION 


i. Economics and Praxeology 

E conomics is the youngest of all sciences. In the last two hundred 
years, it is true, many new sciences have emerged from the dis¬ 
ciplines familiar to the ancient Greeks. However, what happened here 
was merely that parts of knowledge which had already found then 
place in the complex of the old system of learning now became au¬ 
tonomous. The field of study was more nicely subdivided and treated 
with new methods; hitherto unnoticed provinces were discovered 
in it, and people began to see things from aspects different from those 
of their precursors. The field itself was not expanded. But economics 
opened to human science a domain previously inaccessible and never 
thought of. The discovery of a regularity in the sequence and inter¬ 
dependence of market phenomena went beyond the limits o! the 
traditional system of learning. It conveyed knowledge which could 
be regarded neither as logic, mathematics, psychology, physics, nor 
biology. 

Philosophers had long since been eager to ascertain the ends which 
God or Nature was trying to realize in the course of human histors 
They searched for the law of mankind’s destiny and evolution. But 
even those thinkers whose inquiry was free from any theological 
tendency failed utterly in these endeavors because they were com¬ 
mitted to a faulty method. They dealt with humanity as a whole or 
with other holistic concepts like nation, race, or church. 1 hey set up 
quite arbitrarily the ends to which the behavior of such w holes is 
hound to lead. But they could not satisfactorily answer the question 
regarding w hat factors compelled the various acting individuals to 
behave in such a way that the goal aimed at by the whole’s inexorable 
evolution was attained. They had recourse to desperate shifts: miracu¬ 
lous interference of the Deity either by revelation or by the delega¬ 
tion of God-sent prophets and consecrated leaders, pre-established 
harmony, predestination, or the operation of a mystic and fabulous 
“world soul" or “national soul.” Others spoke of a "cunning of na¬ 
ture” which implanted in man impulses driving him unwittingly along 
precisely the path Nature wanted him to take. 



2 Human Action 

Other philosophers were more realistic. They did not try to guess 
the designs of Nature or God. They looked at human things from 
the viewpoint of government. They were intent upon establishing 
rules of political action, a technique, as it were, of government and 
statesmanship. Speculative minds drew ambitious plans for a thorough 
reform and reconstruction of society. The more modest were satis¬ 
fied with a collection and systematization of the data of historical 
experience. But all were fully convinced that there was in the course 
of social events no such regularity and invariance of phenomena as 
had already been found in the operation of human reasoning and in 
the sequence of natural phenomena. They did not search for the laws 
of social cooperation because they thought that man could organize 
society as he pleased. If social conditions did not fulfill the wishes 
of the reformers, if their utopias proved unrealizable, the fault was 
seen in the moral failure of man. Social problems were considered 
ethical problems. What was needed in order to construct the ideal 
society, they thought, was good princes and virtuous citizens. With 
righteous men any utopia might be realized. 

The discovery of the inescapable interdependence of market 
phenomena overthrew this opinion. Bewildered, people had to face 
a new view of society. They learned with stupefaction that there is 
another aspect.from which human action might be view ed than that 
of good and bad, of fair and unfair, of just and unjust. In the course 
of social events there prevails a regularity of phenomena to w hich 
man must adjust his action if he wishes to succeed. It is futile to ap¬ 
proach social facts with the attitude of a censor who approves or dis- 
approves from the point of view of quite arbitrary standards and 
subjective judgments of value. One must study the laws of human 
act,on and social cooperation as the physicisi studies the laws of 
nature. Human action and social cooperation seen as the object of a 

dm onoh, 8 ro C r rC ; '' ,0ns - no ,on S cr ;,s » normative discipline of things 

Y eVOlUti0 " “f tremendous consequences 
for kno* ledge and philosophy as well as for social action. 

:r J„ h ?. n “u h “ nd r c , d Vears : ‘he effects of this radical 


change in the methods of 


which they failed to remove ,h investigations an obstacle 

theory of value was defective™dKv iT''" 0 "’'' <>f .'al„c. Their 
of their science. Until the late niner i ' Cni to ,cstr,ct scope 
remained a science of the "economic"-l> century political economy 

aspects of human action, a 
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theory of wealth and selfishness. It dealt with human action only' to 

sssiis 

general theory of human.choice^ transition from the 

For a long time men faded to reahze of va , ue was mU ch 

classical theory of value to the I theorv 0 f market 

more than the substitution of acncra , thcorv „f choice and 

exchange for a less satisfactory ■ r , ■ h cnc ompasscd the scope 

preference goes far beyond thi: o ' by thc econom ists from 

of economic problems as tire . ^ Stuart Mill. It 

Cantillon, Hume, and Adam . mit .. n mic side” of human 
» m».h niorc ,h» m.rrfv 

endeavors and of man s striving • n . r of every kind of 

ment in his material well-being.t is dctisions j n making 

human action. Choosing determ • ^ vari()US niatC rial things and 
his choice man chooses not on y fer „ lion . A n ends and all 

services. All human values arc aod thc base, the 

means, both material and idc. - • )c rmv and subjected to a 

noble and thc ignoble, arc rang . g (f . asidc another. Nothing 

decision which picks out one g out$idc (lf this arrangement 

that men aim at or want to a\o fcrcncc . The modern theory 

into a unique scale of gradatio P cn | ar ,, C s thc field of cco- 
of value widens thc scientific h n f t |, c classical school 

nomic studies. Out of thc pohtica ^ p r ,ecology.' The cco- 

emerges thc general theory " lls "arc embedded in a more general 
nomic or catallactic problc d from this connection. No 

Science, and can no longc can avo id starting from acts 

treatment of economic problci p 1 . . lhc hitherto best 

of choice; economics becomes a \. raxco |„a V . 

elaborated part, of a more univcrs ^ J ’ inls . C i. hi* article -l« 

i. Thc tern, praxeotogy XVth y« r - XXX ' " 4 '" S ' 

Origincs dc la technologic, f* * with the same title. , , 

and his book published m Pans u , Exchanges «as first used b> 

a. The tent. C atalUcc, or ,he Polilical Econo,ny (I.ondon. 

Whately. Cf. his hook InlroJnc.ory Ucmrc, 

1831), p. 6. 
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Human Action 


i. The Fpistemological Problem of a 
General Theory of Human Action 

In the new science everything seemed to be problematic. It was 
a stranger in the traditional system of knowledge; people were per¬ 
plexed and did not know how to classify it and to assign it its proper 
place. But on the other hand they were convinced that the inclusion 
of economics in the catalogue of knowledge did not require a rear¬ 
rangement or expansion of the total scheme. They considered their 
catalogue system complete. If economics did not fit into it, the fault 
could onlv rest w ith the unsatisfactory treatment that the economists 
applied to their problems. 

It is a complete misunderstanding of the meaning of the debates 
concerning the essence, scope, and logical character of economics to 
dismiss them as the scholastic quibbling of pedantic professors. It is 
a w idespread misconception that while pedants squandered useless 
talk about the most appropriate method of procedure, economics 
itself, indifferent to these idle disputes, went quietly on its wav. In 
the Mcthodcnstrcit between the Austrian economists and the Prus¬ 
sian Historical School, the self-styled “intellectual bodyguard of the 
1 louse of I lohcnzollcrn,” and in the discussions betw een the school 
of John Bates Clark and American Institutionalism much more was 


at stake than the question of what kind of procedure was the most 
fruitful one. The real issue was the epistemological foundations of 
the science of human action and its logical legitimacy. Starting from 
an epistemological system to which praxcological thinking was strange 
and from a logic which acknowledged as scientific—besides logic and 
mathematics—only the empirical natural sciences and history, mam- 
authors tried to deny the value and usefulness of economic' theory. 
ll.stor.cism aimed at replacing it by economic history; positivism 
recommended the substitution of an illusory social science w hich 
should adopt the logical structure and pattern of Newtonian mechan- 
K S. Both these schools agreed in a radical rejection of all the achieve¬ 
ments of economic thought. It was impossible for the economists to 
keep silent in the face of all these attacks 

The radicalism of this wholesale condemnation of economic, was 
very soon surpassed by a still more universal nihilism IT m t me 
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proposition too. Marxism asserts that a man s thinking is determined 
bv his class affiliation. Every social class has a log.c of its own. 1 e 
product of thought cannot be anything else than an 'deologica is- 
affise” of the selfish class interests of the thinker. It is the task of a 
“sociology of knowledge” to unmask philosophies and scientific 

theories^nd to expose their -I,leotog-r 

MyT'kSeisoc'nv of'the socialist utopia will substitute truth 

polylogism assigns to svlch is no. fit to elucidate 

the irrational forces'£ *^'££ 2 economics. They ques- 
Such doctrines go far 1 e> ^ but a „ other human knowl- 
tion not only economics an p ' t. rcfer to ma , hc mat.cs 

edge and human reasoning g • therefore that the task 

and physics as well as ^ cc onomcs. ^ , )ranch of knowledge hut 

of refuting them docs no . furnishes apparent justifica- 

to epistemology and philosop • quietly continue their 

,io„ P fo, the aod the 

studies without bothering • 4im i > s rrat ionalism The physicist docs 
objections raised by polylo^sm nd Western 

not mind if somebody s..gmatr,es his theor y detraction 

or Jewish; in the pay To heed to their 

and slander. He should ^ temember Spinoza's dictum: Sane 

SXx se ; S ps S am m et y tenebras manifest, sic veritas norma sui et fa.s, 

“'„owe,e, the .i,u«»n » no. J** — 

nom.es as it is 'v«h ™ and economics . Although they 

and irrationahsm attack p ^ (o refer to al , branches 

sciences of human action that they really have 

ofknowkdge ' .sthesc^ ^ ^ ^ scientlfic re 
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and biology just as if they were valid for all classes. The Nazi engi¬ 
neers and physicians did not disdain to utilize the theories, discoveries, 
and inventions of people of “inferior ’ races and nations. The be¬ 
havior of people of all races, nations, religions, linguistic groups, and 
social classes clearly proves that they do not endorse the doctrines 
of polylogism and irrationalism as far as logic, mathematics, and 
the natural sciences are concerned. 

But it is quite different with praxeology and economics. The main 
motive for the development of the doctrines of polylogism, histor- 
icism, and irrationalism was to provide a justification for disregarding 
the teachings of economics in the determination of economic policies. 
The socialists, racists, nationalists, and etatists failed in their endeavors 
to refute the theories of the economists and to demonstrate the cor¬ 
rectness of their own spurious doctrines. It was precisely this frustra¬ 
tion that prompted them to negate the logical and epistemological 
principles upon which all human reasoning both in mundane activities 
and in scientific research is founded. 


It is not permissible to dispose of these objections merely on the 
ground of the political motives which inspired them. No scientist is 
entitled to assume beforehand that a disapprobation of his theories 
must be unfounded because his critics arc imbued by passion and party- 
bias. He is bound to reply to every censure without any regard to 
its underlying motives or its background. It is no less impermissible 
to keep silent in the face of the often asserted opinion that the theorems 
of economics are valid only under hypothetical assumptions never 
realized in life and that they are therefore useless for the mental grasp 
of reality. It is strange that some schools seem to approve of this 
opinion and nonetheless quietly proceed to draw their curves and to 
formulate the.r equations. They do not bother about the meaning of 

their reasoning and about its reference to the world of real life and 
action. 

This is. °f course. an untenable attitude. The first task of every 

pezzsxz ss: rs - j~v= 

theorems is outside the scone of n hv<; i C(>,ul| tions of physical 
that economics is bound to answer is 

ments is to the reality- of human . 1 0,1 ot ,ts state ’ 

objective of economic studies. L ' <>n U>sc n,cnldl S ras P « the 



Introduction 


It therefore devolves upon economics to deal thoroughly with the 

assertion that its teaching are valid only for the 
the shortlived and already vanished liberal period of W cstern ciuliza 
tion It is incumbent upon no branch of learning other than economics 
to examine all the objections raised from variousjpom «o 
the usefulness of the statements of economic theort for the clued 
tion of the problems of human action. The system of economic 
thought must be built up in such a way that it is proof agam« an 
criticism on the part of irrationalism, histories.!!, panph) s.cal.sm 

behaviorism, and all varieties of polylogism It ,s a "Jcmon- 
of affairs that while new arguments are daily advanced to^demon 
strate the absurdity and futility of the endeavors of economics. 

Tr™“S" d no“^lt;h the ,t—c ptohlent. »«. 

daily, the q fundamental problem of economic calculation. 

3. Economic Theory and the Practice of Human Action 

human achievement. Omnisc ence is 

finTcer dntVlt'onlv gives us assurance within the limits of our 

that present-day economics is backward. It merely means that eco¬ 
nomics is a living thing-and to live implies both imperfection and 

^The reproach of an alleged backwardness is raised against economics 

from two different points of view. . . . 

f There arc on thf one hand some naturalists and physicists «ho 
censure economics for not being a natural science and not applying the 
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methods and procedures of the laboratory. It is one of the tasks of 
this treatise t/expkxk the fallacy of such ideas. In these introductory 
remarks it mav be enough to say a few words about the " 
logical background. It is common with narrow-minded people to 
reflect upon everv respect in which other people differ from them¬ 
selves The camel in the fable takes exception to all other animals for 
not having a hump, and the Ruritanian criticizes the I.aputaman tor 
not being a Ruritanian. The research worker in the laboratory con- 
siders it ns the sole worthy home of inquiry, and differential equations 
ns the only sound method of expressing the results of scientific 
thought. He is simply incapable of seeing the epistemological problems 
of human action. For him economics cannot be anything but a form 
of mechanics. 


Then there arc people who assert that something must be wrong 
with the social sciences because social conditions arc unsatisfactory. 
The natural sciences have achieved amazing results in the last two 
or three hundred years, and the practical utilization of these results 
has succeeded in improving the general standard of living to an un¬ 
precedented extent. But. say these critics, the social sciences have 
utterly failed in the task of rendering social conditions more satis¬ 
factory. Thcv have not stamped out misery and starvation, economic 
crises and unemployment, war and tyranny. They are sterile and have 
contributed nothing to the promotion of happiness and human wel¬ 
fare. 


These grumblers do not realize that the tremendous progress of 
technological methods of production and the resulting increase in 
wealth and welfare were feasible only through the pursuit of those 
liberal policies which were the practical application of the teachings 
of economics. It was the ideas of the classical economists that removed 
the checks imposed by age-old laws, customs, and prejudices upon 
technological improvement and freed the genius of reformers and 
innovators from the straitjackets of the guilds, government tutelage, 
and social pressure of various kinds. It was they that reduced the 
prestige of conquerors and expropriators and demonstrated the social 
benefits derived from business activity. None of the great modern 
inventions would have been put to use if the mentality of the pre- 
capitalistic era had not been thoroughly demolished by the economists. 
\\ hat is commonly called the “industrial revolution” was an offspring 
of the ideological revolution brought about by the doctrines of the 
economists. I he economists exploded the old tenets: that it is unfaii 
and un,ust to outdo a competitor by producing better and chcape. 
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of product.on; ^at mach.nes a.e ^ of ^ govcr nment to 
unemployment; that it M rich and to pro tect the 

prevent efficient businessmen f g ^ 8^ n , orc efficient; that to 
less efficient against thejT'P R , )V govc mment compulsion or 

restrict the freedom of ent p • crs is an appropriate means 

by coercion on the part of other sot P cconom v and French 

to promote a nation’s well-being Bnnsh pout. lt is t hev 

Physiocracy were the pacemaker of oderP. cs th;K lu s heaped 
that made possible the progress of the natural 

benefits upon the masses. • . , he widespread ignorance 

What is wrong with ou. ^'P ononlic freedom played in the 
of the role which th ^ se P 0 ^ hun(lr cd vears. People fell prey 
technical evolution of the last Methods of production 

- <1* "»■ <»» 4 “]• 

was contemporaneous uith tne p iJtr modern industnal- 

dent. Deluded by Marxian ninths he> cons.de ^ forces" 

ism an outcome of the operat. . factors. Classical eco- 

.hat do not depend « any w> « J rise of capitalism, but 
nomics, they believe ^ Vj Jper*ruct««.” i.e., a doctrine 
rather its product, its . ?: ms Q f the capitalist exploiters. Hence 
designed to defend the un ai substitution of socialist totalitarian- 

cconoL. . oifc-H*,** 

omists as "the sycophan->f h lhe B carthlv paradise-take pleasure- 
patent medicines and short irthotl()X - and “reactionary." Demagogues 
in scorning economics a their victories over economics, 

pride themselves on what pt f or economics and his 

P l he "practical" The economic 

ignorance of the teach g outcome of a mentality 

policies Of <h. kk*“5 ia “oomic theory and glorifies the 
that scoffs at any sane ) what is called “orthodox cco- 

spurious doctrines barrcd from the un i VC rsities and is 

SS ; the leading statesmen, politicians, and writers. 
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The blame tor the unsatisfactory state of economic affairs can cer¬ 
tainly not be placed upon a science which both rulers and masses 
despise and ignore. 

It must be emphasized that the destiny of modern civilization as 
developed by the white peoples in the last two hundred years is in¬ 
separably linked with the fate of economic science. This civilization 
was able to spring into existence because the peoples were dominated 
by ideas which were the application of the teachings of economics to 
the problems of economic policy. It will and must perish if the 
nations continue to pursue the course which they entered upon under 
the spell of doctrines rejecting economic thinking. 

It is true that economics is a theoretical science and as such abstains 
from am judgment of value. It is not its task to tell people what ends 
they should aim at. It is a science of the means to be applied for the 
attainment of ends chosen, not, to be sure, a science of the choosing 
of ends. Ultimate decisions, the valuations and the choosing of ends, 
are beyond the scope of any science. Science never tells a man how 
he should act; it merely shows how a man must act if he wants to at¬ 
tain definite ends. 

It seems to many people that this is very little indeed and that a 
science limited to the investigation of the is and unable to express 
a judgment of value about the highest and ultimate ends is of no im¬ 
portance for life and action. This too is a mistake. I fowever, the ex¬ 
posure of this mistake is not a task of these introductory remarks. It 
is one of the ends of the treatise itself. 


4. Kcsume 

It was necessary to make these preliminary remarks in order to 
explain why this treatise places economic problems within the broad 
frame of a general theory of human action. At the present stage both 
o. economic thinking and of political discussions concerning the 
fundamental issues of social organization, it is no longer feasible to 
isolate the treatment of catalytic problems proper. These problems 
me only a segment of a general science r.f l.!, V • prooiems 
dealt with as.such. ' CC ° f hMnwn act,on »"«> "«««* »* 
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Human Action 


I. ACTING MAN 


H 


i. Purposeful Action and Animal Reaction 

OMAN action is purposeful behavior. Or we may say: Action is 
x x will put into operation and transformed mto an agenc>-. .sa,m- 
ing at ends and goals, is the ego's meaningful response » stimuli and 
to the conditions of its environment, is a person * con«:.ou^ adjust; 
ment to the state of the universe that determines h.s'.fe.S^hpm 
phrases may clarify the definition given and prevent P oss,b ' c n '' 5,n 
terpretations. But 'the definition itself is adequate and does not need 

complement or commentary. 

Conscious or purposeful behavior is m sharp contrast to unco - 
scious behavior, i.e. the reflexes and the^ mvotantwy respon cs of 
the body’s cells and nerves to stimuli. People arc sometimes p 
pared to believe that the boundaries between conscious bchauor 
and the involuntary reaction of the forces operating « 

body are more or less indefinite. This is correct only as far as it is 
sometimes not easy to establish whether concrete behavior is to be 
considered voluntary or involuntary. But the distinction between 
consciousness and unconsciousness is nonetheless sharp and can 

the acting ego no less a datum than any other fact of the external 
world Acting man must take into account all that goes on vvithin 
his own bod/as well as other data, e.g., the weather or the attitudes 
of his neighbors. There is. of course, a margin within which purpose¬ 
ful behavior has the power to neutralize the working of bodily 
factors. It is feasible within certain limits to get the body under con¬ 
trol. Man can sometimes succeed through the power of his will in 
overcoming sickness, in compensating for the innate or acquired in¬ 
sufficiency of his physical constitution, or in suppressing reflexes As 
far as this is possible, the field of purposeful action is extended. If a 
man abstains from controlling the involuntary reaction of cells and 
nerve centers, although he would be in a position to do so. his be¬ 
havior is from our point of view purposeful. . 

The field of our science is human action, not the psychological 
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the general theory of human acu P , ^ ^ ^ or can 

docs not ""“affi^action The psychoanalytical subconscious is 
n^SS--S.^-J5 c»=gcry. Whether - mt» 
steins fronfelear deliberation, or from forgotten memories and sup- 
prTsed desires which from submerged regions, as it were cl r c 
xvill does not influence the nature of the action. 1 he murdcrci 
whom a subconscious urge (the /./) drives toward his crime and 
neurotic whose aberrant behavior seems to be simply meaningless 
an untrained observer both act; they like anybody else arc a.imng 
at certain ends. It is the merit of psychoanalysis that it has demon¬ 
strated that even the behavior of neurotics and psychopaths is mean¬ 
ingful. that they too act and aim at ends, although w e who consider 
ourselves normal and sane call the reasoning determining their choice 
of ends nonsensical and the means they choose for the attainment of 


these ends contrary to purpose. 

'I'lie term “unconscious" as used by praxcology and the term sub¬ 
conscious" as applied by psychoanalysis belong to two different 
systems of thought and research. Praxcology no less than either 
branches of knowledge owes much to psychoanalysis. The more 
necessary is it then to become aware of the line which separates 
praxcology from psychoanalysis. 

Action is not simply giving preference. Man also shows preference 
in situations in which things and events arc unavoidable or arc be¬ 
lieved to be so. Thus a man may prefer sunshine to rain and may wish 
that the sun would dispel the clouds, lie who only wishes and hopes 
does not interfere actively with the course of events and with the 
shaping of his ow n destiny. Rut acting man chooses, determines, and 
tries to reach an end. Of two things both of which he cannot have 
together he selects one and gives up the other. Action therefore al¬ 
ways involves both taking and renunciation. 

1 o express wishes and hopes and to announce planned action 
nuv be forms of action in so far as they aim in themselves at the 
realization of a certain purpose. But they must not he confused with 
the actions to which they refer. They arc not identical with the 
.Knnns they announce, recommend, or reject. Action is a real thing. 
\\ hat counts is a man’s total behavior, and not his talk about planned 
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but not realized aco. On m- 

tinguished from the apphca D f t he 

ployment of means for the attammcnoend, As a^rule ^ 

means employed is the acting man needed. He who 

case. Under special * S^iy^ndiiure of 

gives orders or mterdjcuo- -y« ^ miv be 

labor. To talk or not to ta , ct : on than to abstain 

action. To consume and to enjoy are no less act,on 

from accessible consumption and enjoyment. ^ ^ 

Praxeology ^nsequen y d man B T he vigorous man m- 

or energetic and pass»v e ment of his condition acts ne.ther 

dustriously striving for the p sluggishly takes things as 

more nor less than t ^ e ' et ^|‘ d (Q bc idle J ?also action, they too 
they come. For to do nothing h condit i on s for human 

deemme ,h. course * he 

interference are present, i endures what he could change 

or refrains from mterfenng. ordcr to attain another result 

acts no less than he who inter ..Deration of physiological 

A man who abstains from > >" ucn ^J d influ P cn ce also acts! Action is 
and instinctive factors whic ^ ^ what poss iblv could he done. 

not only doing but no less 8manifestation of a man's will. But 

We may say that action ,s For the term «iM 

this would not add anyt • g ^ (0 cho ose between different 

means nothing else than n J other, and to behave ac- 

ssjstasirsi'a.«*. - - - 

saking the other. 

2 . The Prerequisites of Human Action 

. „ t ; s faction that state of a human being 

We call contentment or » ^ Acting ^ is eager 

which docs not and cann > . ( satisfactory. 

,ui.,titutc . core >u’r £«'■ «1 »«ion 

happv. He would not act; he would simply hve free from care. 

Flammafion, p. ««9- 
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But to make a man act, uneasiness and the image of a more sa “' 
factory state alone are not sufficient. A third cond.uon is required: the 
expectation that purposeful behavior has the power to remove or at 
lea P st to alleviate the felt uneasiness. In the absence of this condition 
no action is feasible. Man must yield to the inev.table. He must sub- 

mit to destiny. . . 

These arc the general conditions of human action. Man is the being 

that lives under these conditions. He is not only homo sapiens, but 
no less homo agens. Beings of human descent who either from birth 
or from acquired defects are unchangeably unfit for any action (in 
the strict sense of the term and not only in the legal sense) are prac¬ 
tically not human. Although the statutes and biolog)' consider 
them to be men, they lack the essential feature of humanity. The 
newborn child too is not an acting being. It has not yet gone the 
whole way from conception to the full development of its human 
qualities. But at the end of this evolution it becomes an acting 
being. 

On Happiness 

In colloquial speech we call a man “happy" who has succeeded in at¬ 
taining his ends. A more adequate description of his state would be that he 
is happier than he was before. There is however no valid objection to a 
usage that defines human action as the striving for happiness. 

But we must avoid current misunderstandings. The ultimate goal of 
human action is always the satisfaction of the acting man’s desire. There is 
no standard of greater or lesser satisfaction other than individual judgments 
of value, different for various people and for the same people at various 
times. What makes a man feel uneasy and less uneasy is established by him 
from the standard of his own will and judgment, from his personal and 
subjective valuation. Nobody is in a position to decree what should make 
a fellow man happier. 

To establish this fact docs not refer in any way to the antitheses of egoism 
and altruism, of materialism and idealism, of individualism and collectiv¬ 
ism, of atheism and religion. There are people whose onlv aim is to improve 
the condition of their own ego. There arc other people with whom aware- 
ness of the troubles of their fellow men causes as much uneasiness as or 
even more uneaxmess than their own wants. There arc people who desire 
no,lung else than the satisfaction of their appetites for sexual intercourse, 
food, drinks, fine homes, and other material things. But other men care 
more for the sat.sfact.ons commonly called “higher” and “ideal.” There 

coooerat'ion 3 r gCr " ' heir actions «° thc requirements of social 

ru"es of social ^ ^ °' her hand ’ refractor y P^plc who defy the 

eanhlv oilp l l V' “* pe ° P ‘ C f ° r whonl ** Ultimate goal of the 
earthl) p.lgnmage ,s the preparation for a life of bliss. There are other 
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people who do not believe in the teachings of any religion and do not allow 
their actions to be influenced bv them. 

m 

Praxcology is indifferent to the ultimate goals of action. Its findings are 
valid for all kinds of action irrespective of the ends aimed at. It is a science 
of means, not of ends. It applies the term happiness in a purely formal 
sense. In the praxeological terminology the proposition: man's unique aim 
is to attain happiness, is tautological. It docs not imply any statement about 
the state of affairs from which man expects happiness. 

I he idea that the incentive of human activity is always some uncasines> 
and its aim always to remove such uneasiness as far as possible, that is, to 
make the acting men feel happier, is the essence of the teachings of Fudje- 
monism and Hedonism. Epicurean arapa^ia is that state of perfect happi¬ 
ness and contentment at which all human activity aims without ever 
wholly attaining it. In the face of the grandeur of this cognition it is of 
little avail only that many representatives of this philosophy failed to rec¬ 
ognize the purely formal character of the notions pain and pleasure and 
gave them a material and carnal meaning. The theological, mystical, and 
other schools of a heteronomous ethic did not shake the core of Epicurean¬ 
ism because they could not raise any other objection than its neglect of the 
"higher" and "nobler” pleasures. It is true that the writings of many earlier 
champions of Eudacmonism, Hedonism, and Utilitarianism are in some 
points open to misinterpretation. But the language of modern philosophers 
and still more that of the modern economists is so precise and straightfor¬ 
ward that no misinterpretation can possibly occur. 

On Instincts and Impulses 

One docs not further the comprehension of the fundamental problem 
of human action by the methods of instinct-sociology. This school classi¬ 
fies the various concrete goals of human action and assigns to each class a 
special instinct as its motive. Man appears as a being driven by various in¬ 
nate instincts and dispositions. It is assumed that this explanation demol¬ 
ishes once for all the odious teachings of economics and utilitarian ethics. 
However, Feuerbach has already justly observed that every instinct is an 
instinct to happiness.* The method of instinct-psychology and instinct- 
sociology consists in an arbitrary classification of the immediate goals of 
action and in a hypostasis of each. Whereas praxcology says that the goal 
of an action is to remove a certain uneasiness, instinct-psychology says it 
is the satisfaction of an instinctive urge. 

Many champions of the instinct school are convinced that they have 
proved that action is not determined by reason, but stems from the pro¬ 
found depths of innate forces, impulses, instincts, and dispositions which 
arc not open to any rational elucidation. They are certain they have suc¬ 
ceeded in exposing the shallowness of rationalism and disparage economics 

2. Cf. Feuerbach, StV/rt/nlicbe W'erkc, cd. Bolin and Jodi (Stuttgart, 1907), X, 

2}I. 
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as “a tissue of false conclusions drawn from false psychological assump¬ 
tions." = Yet rationalism, praxeology. and economics do not deal with the 
ultimate springs and goals of action, but with the means applied for the 
attainment of an end sought. However unfathomable the depths may be 
from which an impulse or instinct emerges, the means which man chooses 
for its satisfaction arc determined by a rational consideration of expense 

and success. . 

He who acts under an emotional impulse also acts. W hat distinguishes 
an emotional action from other actions is the valuation of input and output. 
Emotions disarrange valuations. Inflamed with passion man sees the goal 
as more desirable and the price he has to pay for it as less burdensome than 
he would in cool deliberation. Men have never doubted that even in the 
state of emotion means and ends are pondered and that it is possible to in¬ 
fluence the outcome of this deliberation by rendering more costly the 
yielding to the passionate impulse. To punish criminal offenses committed 
in a state of emotional excitement or intoxication more mildly than other 
offenses is tantamount to encouraging such excesses. The threat of severe 
retaliation does not fail to deter even people driven by seemingly irresisti¬ 
ble passion. 

We interpret animal behavior on the assumption that the animal yields 
to the impulse which prevails at the moment. As we observe that the 
animal feeds, cohabits, and attacks other animals or men, we speak of its 
instincts of nourishment, of reproduction, and of aggression. We assume 
that such instincts arc innate and peremptorily ask for satisfaction. 

But it is different with man. Man is not a being who cannot help yielding 
to the impulse that most urgently asks for satisfaction. Man is a being ca¬ 
pable of subduing his instincts, emotions, and impulses; he can rationalize 
his behavior. He renounces the satisfaction of a burning impulse in order 
to satisfy other desires. He is not a puppet of his appetites. A man does not 
ravish every female that stirs his senses, he docs not devour every piece of 
food that entices him; he docs not knock down every fellow he would like 
to kill. He arranges his wishes and desires into a scale, he chooses; in short, 
he acts. What distinguishes man from beasts is precisely that lie adjusts his 
behavior deliberative!)-. Man is the being that has inhibitions, that can 
master his impulses and desires, that has the power to suppress instinctive 
desires and impulses. 


It may happen that an impulse emerges with such vehemence that no 
d.sadvamagcwhicl, its satisfaction may cause appears great enough to pre 

Man if fr °;" sa, 'sfymg " '■> this case too there is choosing 
Man decides in favor of y.elding to the desire concerned • 


H ,!,™;>7 ;', , . CD ° Ugall> A " - -Wu, Psy , hology <MlU , 

factions 5 concernesf—t^t ^el^fro “> c-unis,a,,ce that the two sat 

pee.cd from the avoidance ’ hie "' S ,he *'»> "hat e 

rancous. Cf. below, pp . 476-^87. ,u,cs,rjl>,c consequences—arc not comemp 
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3. Human Action as an Ultimate Given 

Since time immemorial men have been eager to know the prime 
mover, the cause of all being and of all change, the ultimate substance 
from which everything stems and which is the cause of itself. Science 
is more modest. It is aware of the limits of the human mind and of 
the human search for knowledge. It aims at tracing back every 
phenomenon to its cause. But it realizes that these endeavors must 
necessarily strike against insurmountable walls. I here arc phenomena 
which cannot be analyzed and traced back to other phenomena. They 
arc the ultimate given. The progress of scientific research may suc¬ 
ceed in demonstrating that something previously considered as an 
ultimate given can be reduced to components. But there will always 
be some irreducible and unanalysable phenomena, some ultimate 
given. 

Monism teaches that there is but one ultimate substance, dualism 
that there arc tw o, pluralism that there arc many. There is no point 
in quarreling about these problems. Such metaphysical disputes arc 
interminable. The present state of our know ledge docs not provide 
the means to solve them with an answer which every reasonable man 
must consider satisfactory. 

Materialist monism contends that human thoughts and volitions arc 
the product of the operation of bodily organs, the cells of the brain 
and the nerves. Human thought, will, and action arc solely brought 
about by material processes w hich one day w ill be completely ex¬ 
plained bv the methods of physical and chemical inquiry. This too is 
a metaphysical hypothesis, although its supporters consider it as an 
unshakable and undeniable scientific truth. 

Various doctrines have been advanced to explain the relation be¬ 
tween mind and body. They arc mere surmises without any reference 
ro observed facts. All that can be said with certainty is that there arc 
relations between mental and physiological processes. With regard 
to the nature and operation of this connection we know little if any¬ 
thing. 

Concrete value judgments and definite human actions arc not 
open to further analysis. We may fairly assume or believe that they 
arc absolutely dependent upon and conditioned by their causes. But 
as long as we do not know how external facts—physical and physio¬ 
logical—produce in a human mind definite thoughts and volitions 
resulting in concrete acts, wc have to face an insurmountable method¬ 
ological dualism. In the present state of our knowledge the funda¬ 
mental statements of positivism, monism and panphvsicalism arc 
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mere metaphysical postulates devoid of any scientific foundation 
and both meaningless and useless for scientific research. Reason and 
experience show us two separate realms: the external world of physi¬ 
cal, chemical, and physiological phenomena and the internal world 
of thought, feeling, valuation, and purposeful action. No bridge con¬ 
nects —as far as we can see today—these two spheres. Identical ex¬ 
ternal events result sometimes in different human responses, and 
different external events produce sometimes the same human response. 
We do not know why. 

In the face of this state of affairs we cannot help withholding judg¬ 
ment on the essential statements of monism and materialism. We may 
or may not believe that the natural sciences will succeed one day in 
explaining the production of definite ideas, judgments of value, and 
actions in the same way in which they explain the production of a 
chemical compound as the necessary and unavoidable outcome of 
a certain combination of elements. In the meantime we arc bound to 
acquiesce in a methodological dualism. 

Human action is one of the agencies bringing about change. It 
is an clement of cosmic activity and becoming. Therefore it is a legiti¬ 
mate object of scientific investigation. As—at least under present con¬ 
ditions—it cannot be traced back to its causes, it must be considered 
as an ultimate given and must be studied as such. 

It is true that the changes brought about by human action arc 
but trifling when compared with the effects of the operation of the 
great cosmic forces. From the point of view of eternity and the in¬ 
finite universe man is an infinitesimal speck. But for man human action 
and its vicissitudes arc the real thing. Action is the essence of his 
nature and existence, his means of preserving his life and raising him¬ 
self above the level of animals and plants. However perishable and 
evanescent all human efforts may be, for man and for human science 
they arc of primary importance. 


4 . Rationality and Irrationality; Subjectivism 
and Objectivity of Praxeological Research 


Human act,on ,s necessarily always rational. The tern, "rational 
actum .s therefore pleonastic and must be rejected as such. When 
apphed to the utanate end-, of action, the terms rational and ir¬ 
rational arc inappropriate and meaningless. The ultimate end of 
action -s always the satisfaction of some desires of the actinn man 

f°r those of thc\c’ring P |ndividua 0 | 

° ual ’ 111S v am to pass judgment on othet 
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peoples aims and volitions. No man is qualified \u >_declare 
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feature of human nature that man seeks not only food, shelter, and 
cohabitation like all other animals, but that he aims also at other kinds 
of satisfaction. Man has specifically human desires and needs which 
we may call "higher" than those which he has in common with the 
other mammals. 4 

When applied to the means chosen for the attainment of ends, the 
terms rational and irrational imply a judgment about the expediency 
and adequacy of the procedure employed. The critic approves or dis¬ 
approves of the method from the point of view of whether or not 
it is best suited to attain the end in question. It is a fact that human 
reason is not infallible and that man very often errs in selecting and 
applying means. An action unsuited to the end sought falls short of 
expectation. It is contrary to purpose, but it is rational, i.c., the 
outcome of a reasonable—although faulty—deliberation and an at¬ 
tempt—although an ineffectual attempt—to attain a definite goal. 
I he doctors w ho a hundred years ago employed certain methods 
tor the treatment of cancer which our contemporary doctors reject 
were—from the point of view of present-da v pathology—badlv in- 

:; n,l T a " d thcref,,rc inefficient. they did not act' irrationalh , 
thes dul thc.r hcst. lt ,s prohahlc that in a hundred vears more doctors 

dis a o'-Th"’ rC C ,M iC,U " ,Cr n.' ds ” hand f,,r ,ht tr Ci*tnicnr of this 
physicians!* 6 "' " ' "" ,re C "' h " t nof ,norc ' ""‘"■'I than our 

I he opposite of action is not irrational hchmor. Intt a reactive re- 
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an ultimate given inaccessible to further analysis and reduction. 
The scientific method that carries the mind up to this point is entirely 
rational. The ultimate given may be called an irrational fact. 

It is fashionable nowadays to find fault with the social sciences for 
being purely rational. The most popular objection raised against eco¬ 
nomics is that it neglects the irrationality of life and reality and tries 
to press into dry rational schemes and bloodless abstractions the in¬ 
finite variety of phenomena. No censure could be more absurd. Like 
every branch of knowledge economics goes as far as it can be carried 
by rational methods. Then it stops by establishing the fact that it is 
faced with an ultimate given, i.c., a phenomenon which cannot-at 
least in the present state of our knowledge—be further analyzed. 1 

The teachings of praxcologv and economics arc valid for every 
human action without regard to its underlying motives, causes, am 
goals. The ultimate judgments of value and the ultimate ends of human 
action arc given for any kind of scientific inquiry; they arc not open 
to any further analysis. Praxcologv deals with the ways and means 
chosen for the attainment of such ultimate ends. Its object is means. 


not ends. , , 

In this sense we speak of the subjectivism of the general science of 
human action. It takes the ultimate ends chosen by acting man as data, 
it is entirely neutral with regard to them, and it refrains from passing 
any value judgments. The only standard which it applies is whether 
or'not the means chosen arc fit for the attainment of the ends aimed 
at. If Eudacmonism says happiness, if Utilitarianism and economics 
say utility, we must interpret these terms in a subjectivistic waj as 
that which acting man aims at because it is desirable in h.s eyes, is 
in this formalism that the progress of the modern meaning o 
Eudacmonism, Hedonism, and Utilitarianism consists as oppose 
the older material meaning and the progress of nc mo ern su >J 
viatic theory* of value as opposed to the objectivism theory of value a^ 
expounded by classical political economy. At the same time i is 
this subjectivism that the objectivity of our science ics. ccau * c 
is subjectivistic and takes the value judgments of acting man as ul - 
mate data not open to any further critical examination ,r «s it sell 
above all strife of parties and factions, it is mdi crcnt o 1 
flicts of all schools of dogmatism and ethical doctrines, it is free from 
valuations and preconceived ideas and judgments, it ,s universally 
valid and absolutely and plainly human. 

6. We shall see la.er (pp. 49--J« h«" " cW SCk " CCS ** wkh 

the ultimate given. 
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5. Causality as a Requirement of Action 

Man is in a position to act because he has the ability to discover 
causal relations which determine change and becoming in the uni¬ 
verse. Acting requires and presupposes the category' of causality. 
Only a man who sees the world in the light of causality is fitted to 
act. In this sense we may say that causality is a category of action. 
The category means and ends presupposes the category cause and 
effect. In a world without causality and regularity of phenomena 
there would be no field for human reasoning and human action. Such 

a w orld would be a chaos in which man would be at a loss to find anv 

• • 

orientation and guidance. Man is not even capable of imagining the 
conditions of such a chaotic universe. 

Where man docs not sec anv causal relation, he cannot act. This 
statement is not reversible. Even when he know s the causal relation in¬ 


volved, man cannot act if he is not in a position to influence the cause. 

The archetype of causality research was: where and how must I 
interfere in order to divert the course of events from the wav it 
would go in the absence of my interference in a direction which 
I»cttcr suits my wishes? In this sense man raises the question: who or 
what is at the bottom of things? He searches for the regularity and 
the “law,” because he wants to interfere. Only later was this search 
more extensively interpreted by metaphysics as a search after the ulti¬ 
mate cause of being and existence. Centuries were needed to bring 
these exaggerated and extravagant ideas back again to the more 
modest question of where one must interfere or should one be able to 
interfere in order to attain this or that end. 


1 lie treatment accorded to the problem of causalirv in the last 

decades has been, due to a confusion brought about bv some eminent 

physicists, rather unsatisfactory. We may hope that this unpleasant 

duptcr m the history of philosophy will he a warnin e r„ future 
philosophers. * 

unkrnm 7 *' hosc ca,,scs ' ,rc - “ <«» for the present time, 

unknou n to us. Some-tunes we succeed in acquiring a partial knowl- 
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The philosophical, epistemological, and metaphysical problems of 
causality and of imperfect induction are beyond the 
ology. We must simply establish the fact that m order to act, man 
must know the causal relationship between events, processes, or state, 
of affairs. And only as far as he knows th.s relat.onsh.p, car. h., cnon 
attain the ends sought. We are fully aware that m assert ng l 's ^e 
are moving in a circle. For the evidence that we have correctly [ 
ceived a calsal relation is provided only by the fact that action guided 
by this knowledge results in the expected outcome. Bui «c can not 
avoid this vicious circular evidence precsely becau^ cau ahty , 
category of action. And because it is such a category. P ^ olo g> J 
not help bestowing some attention on th.s fundamental problem o, 

philosophy. 


6. The Alter Ego 

If we are prepared to take the term causality in •» 
teleology can be called a variety of causal inquiry. Fmal c us 
first of all causes. The cause of an event .s seen as an act.on qu 

the infant, in a naive 

attitude, consider it quite plausible that every changc »nd I ec ■ 
the outcome of the action of a being acting « the ^ “‘cri. 
themselves do. They believe that amnia s, pa . themselves, 

and fountains, even stones and cclc “'* 1 ‘ | ater 'stage of cultural 

feeling, willing, and acting beings. Only a . . ® . substitute 

development does man renounce these an,m.st.ctde san^su^t.tt^ 

the mechanistic world view for them. Mcc unit. I ^ 

satisfactory a principle of conduct that people f>-^ arcl , 
capable of solving all the problems of thoug t an ^ .. as t | lc cs . 
Materialism and panphysicalism proclaim met i. • mathematical 
sence of all knowledge and the experimentalI and 
methods of the natural sciences as the sole sue . • t | K . 

ing. All changes are to be comprehended as mot.ons subject 

laws of mechanics. . . rtlir r \\c still un- 

The champions of mechanicalism do not ot it • h 

solved problems of the logical and ep.ste.no'og c 1 
principles of causality and 'onperf'et >" ucty;m. ^ r ; n , cnts in 
principles are sound because they uork. T theories and 

the laboratory bring about the results pre t technology 

that machines in the factories run in the way prti lc c . modern 
proves, they say, the soundness of the methods and findings of 
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natural science. Granted that science cannot give us truth—and who 
knows what truth really means?—at any rate it is certain that it 
works in leading us to success. 

But it is precisely when we accept this pragmatic point of view 
that the emptiness of the panphysicalist dogma becomes manifest. 
Science, as has been pointed out above, has not succeeded in solving 
the problems of the mind-body relations. The panphysicalists cer¬ 
tainly cannot contend that the procedures they recommend have ever 
worked in the field of interhuman relations and of the social sciences. 
But it is beyond doubt that the principle according to which an Ego 
deals with every human being as if the other were a thinking and act¬ 
ing being like himself has evidenced its usefulness both in mundane life 
and in scientific research. It cannot be denied that it works. 

It is beyond doubt that the practice of considering fellow men as 
beings who think and act as 1 , the Ego, do has turned out well; on 
the other hand the prospect seems hopeless of getting a similar prag¬ 
matic verification for the postulate requiring them to be treated in 
the same manner as the objects of the natural sciences. The epistemo¬ 
logical problems raised by the comprehension of other people's be¬ 
havior arc no less intricate than those of causality and incomplete 
induction. It may be admitted that it is impossible to provide con¬ 
clusive evidence for the propositions that my logic is the logic of all 
other people and by all means absolutely the only human logic and 
that the categories of my action are the categories of all other people’s 
action and by all means absolutely the categories of all human action. 
However, the pragmatist must remember that these propositions 
work both in practice and in science, and the positivist must not 
overlook the fact that in addressing his fellow men he presupposes 
implicitly—the intersubjective validity of logic and 
thereby the reality of the realm of the alter Ego's thought and action, 
of his eminent human character. 1 


1 hinking and acting arc the specific human features of man. They 
are peculiar to all human beings. They arc. beyond membership in the 
zoological species homo sapiens, the characteristic mark of man as 
■nan It is not the scope of praxeology to investiuate the relation of 
thinking and acting. For praxeology it is enough to establish the fact 
m there is only one logic that is intelligible to the human mind, and 

vm i r' J ° nC m ° dC ° f at,i ° n " hith j ' human and compre- 
h ns hie to the human mind. Whether there are or can be somewhere 

beings superhuman or subhuman-uho think and act in a 
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different way, is beyond the reach of the human mind. We must re¬ 
strict our endeavors to the study of human 

This human action which is mextncabl Un ^'^ c ^" (hQ 
thought is conditioned by logical necessity, t is p . • a | 

a mode of action whose categories would differ from 

which determine our own actions. mental "rasp 

There are for man only two prmc.plcs available fo^menta^^ ^ 

of reality! namely, those of teleology an - hidden to the 

brought under either of these categor.es of thcsc 

human mind. An event not open to an interp ■ Change can 

»» principles is for ~'SStgSZ “2ni„ic 

be conceived as the outcome cit mind there is no 

'^pStottic work* 
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value than to teleology. Th,s '* a teleology— arc. owing to the 

principles of cognition—causal. • ^ S, ^ convcv ultimate 

limitations of human reason. . p' . ;| which reason 

knowledge. Causality cads to a gr w3n(m „ as soon as the ques- 
can never exhaust. T eleology js ltvtvc r. Either method stops 

tion is raised of what moves th P ^ niu i v/c d and interpreted, 
short at an ultimate given which ca ^ bfi fll || case of mind. 

Reasoning and scientific inquiry c thinus. He who seeks 

apodictic certainty. and petto l.y embracing 

this must apply to faith and try 1 

a creed or a metaphysical d° ctr,n ^ , cxper i c ncc. we can- 
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not help acknowledging that our f hiona hlc prepossession and 
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an arbitrary opinion. Daily exponent nonhuman cn- 
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are. For the comprehension of action there is but one scheme of in¬ 
terpretation and analysis available, namely, that provided by the 
cognition and analysis of our own purposeful behavior. 

The problem of the study and analysis of other people’s action is 
in no way connected with the problem of the existence of a soul or 
of an immortal soul. As far as the objections of empiricism, behavior¬ 
ism, and positivism arc directed against any variety of the soul-theory, 
they are of no avail for our problem. The question we have to deal 
with is whether it is possible to grasp human action intellectually if 
one refuses to comprehend it as meaningful and purposeful behavior 
aiming at the attainment of definite ends. Behaviorism and positivism 
want to apply the methods of the empirical natural sciences to the 
reality of human action. They interpret it as a response to stimuli. 
But these stimuli themselves arc not open to description bv the meth¬ 
ods of the natural sciences. Every attempt to describe them must refer 
to the meaning which acting men attach to them. We may call the 
offering of a commodity for sale a “stimulus.” But what is essential 


in such an offer and distinguishes it from other offers cannot be 
described without entering into the meaning which the acting parties 
attribute to the situation. Xo dialectical artifice can spirit away the 
fact that man is driven by the aim to attain certain ends. It is this 
purposeful behavior—viz., action—that is the subject matter of our 
science. Wc cannot approach our subject if we disregard the mean¬ 
ing Nx Inch acting man attaches to the situation, i.c., the given state of 
affairs, and to his own behavior with regard to this situation. 

It is not appropriate for the physicist to search for final causes be¬ 
cause there is no indication that the events which arc the subject mat¬ 
er of phvs.es arc to be interpreted as the outcome of actions of a 
bang, aiming at ends in a human way. Nor is it appropriate for the 

md int2' St "I rC?;m ' thc °P eratio " " f acrinc beings volition 
O di r^'rd ir . CCa, ' SC \ wdo ^d\y given facts. U he were 

but not dw, 7 CCaSC t0 Studv h,,man Vcrv often- 
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Rut he who and from that °f natural sciences. 
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raised in reference to the scrviceableness of instincts. I here arc type* ol 
behavior which on the one hand cannot be thoroughly interpreted with 
the causal methods of the natural sciences, but on the other hand cannot 
be considered as purposeful human action. In order to grasp such behavior 
we are forced to resort to a makeshift. \N c assign to it the character “l 

quasi-action; we speak of serviceable instincts. 

We observe two things: first the inherent tendency of a living organism 
to respond to a stimulus according to a regular pattern, and second he 
favorable effects of this kind of behavior for the strengthening or presen a- 
tion of the organism’s vital forces. If we were in a position to imerprt 
such behavior as the outcome of purposeful aiming at certain end .ue 
would call it action and deal with it according to t c tc co ogi 
of praxeology. But as we found no trace of a conscious mind bjindrim 

behavior, we suppose that an unknown factor we ia it "' ‘ 

instrumental. We say that the instinct directs quasi-purposeful an.nu lK 
havior and unconscious but nonetheless serviceable response of human 
muscles and nerves. Yet, the mere fact that weA postatize th* ur^ >1 mcJ 
element of this behavior as a force and call it instinct does not « " u 
knowledge. We must never forget that this word mst.net is noth ng but a 
landmark to indicate a point beyond which we are unable, up to the pre 

at least, to carry our scientific scrutiny. c c\- 

Biology has succeeded in discovering a "natural, i.c.. ukUu “ 

planation for many processes which in earlier i a>s were a 
operation of instincts. Nonetheless many others have rem ^ 

not be interpreted as mechanical or chemical -sponscs to iiivcIni.Kal^^ 
chemical stimuli. Animals display attitudes whie 1 can o ^ ^ crj . 

otherwise than through the assumption that a directing fac 

The aim of behaviorism to study human action from " r '' 

methods of animal psychology is illusory. As ar as . ' . )0 | ism j t c;in 

beyond mere physiological processes like breat ing a 1 developed b\ 

only be investigated with the aid of the meaning-concepts J^l . ^ 

praxeology. The behavioral »PP ro ^“ 1 C un „; tti „g|y applies to 
With the human notions of purpose and succ • scrv iccableness and 

the subject matter of his studies the human co | reference to 

perniciousness. He deceives himself in excluding all 
consciousness and aiming at ends. In fact is 1,1 „ ar blcd notion 

for ends and measures every attitude with the yardsticko a t ar 

of serviceableness. The science of human ^ 

physiology—cannot abandon reference to "[^observation of the un- 
not learn anything from animal psychology animal psv- 

conscious reactions of newborn infants. It is, on t c c • (1)V 

chology and infant psychology which cannot remunce the aid a I ^ ^ 

the science of human action. Without P"* c " h " g behavior fc | K „h of animals 
be at a loss to conceive and to understand 
and of infants. 
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The observation of the instinctive behavior of animals fills man w ith 
astonishment and raises questions which nobody can answer satisfactorily. 
Vet the fact that animals and even plants react in a quasi-purposeful way 
is neither more nor less miraculous than that man thinks and acts, that in 
the inorganic universe those functional correspondences prevail which 
physics describes, and that in the organic universe biological processes 
occur. All this is miraculous in the sense that it is an ultimate given for our 
searching mind. 

Such an ultimate given is what we call animal instinct. Like the concepts 
of motion, force, life, and consciousness, the concept of instinct too is 
merely a term to signify an ultimate given. To be sure, it neither “explains" 
anything nor indicates a cause or an ultimate cause.'-* 


The Absolute End 

In order to avoid any possible misinterpretation of the praxeological 
categories it seems expedient to emphasize a truism. 

Praxeologv, like the historical sciences of human action, deals with pur¬ 
poseful human action. If it mentions ends , w hat it has in view is the ends 
at w hich acting men aim. If it speaks of meaning, it refers to the meaning 
\\ Inch acting men attach to their actions. 

Praxeologv and history are manifestations of the human mind and as 
such are conditioned bv the intellectual abilities of mortal men. Praxeologv 
and history do not pretend to know anything about the intentions of an 
absolute and objective mind, about an objective meaning inherent in the 
course of events and of historical evolution, and about the plans which God 
or Nature or W eltgeist or Manifest Destiny is trving to realize in directing 
the un.verse a.td human affairs. They have nothing in common with what 
.s called philosophy of history. They do not. like the works of Hegel 
Lomte Marx. and a host of other writers, claim to reveal information 
about the true, objective, and absolute meaning of life and history. 

I'e&etative Man 

Some philosophies advise man seek a, the ultimate end conduct the 
full of pain, suffering, and anguish, and anodicticallv dim tin, mv 
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ment upon them. It is neutral with regard to all judgments of value and the 
choice of ultimate ends. Its task is not to approve or to disapprove, but 
only to establish facts. 

The subject matter of praxeology is human action. It is not concerned 
with human beings who have succeeded in suppressing altogether even - 
thing that characterizes man as man: will, desire, thought, and the striv ing 
after ends. It deals with acting man, not u ith man transformed into a plant 
and reduced to a merely vegetative existence. 



II. THE EPISTEMOLOGICAL PROBLEMS OF 
THE SCIENCES OF HUMAN ACTION 


i. Praxeology and History 


T ’ikrf. arc nvo main branches of the sciences of human action: 
praxcologv and history. 

History is the collection and systematic arrangement of all data of 
experience concerning human action. It deals with the concrete con¬ 
tent of human action. It studies all human endeavors in their infinite 


multiplicity and variety and all individual actions with all their ac¬ 
cidental, special, and particular implications. It scrutinizes the ideas 
guiding acting men and the outcome of the actions performed. It 
embraces even' aspect of human activities. It is on the one hand 
general history and on the other hand the historv of various nar¬ 
rower fields. There is the historv of political and military action, of 
ideas and philosophy, of economic activities, of technology, of liter¬ 
ature, art. and science, of religion, of mores and customs, and of many 
other realms of human life. There is ethnologv and anthropology, 
as far as they arc not a part of biology, and there is psychology as 
far as it is neither physiology nor epistemology nor philosophy. 
1 here is linguistics as far as it is neither logic nor the phvsiologv of 
speech. 1 

The subject matter of all historical sciences is the past. They can¬ 
not teach us anything which would be valid fur all human actions, 

t aat is, for the future too. The study of historv makes a man wise 

• • 


dcscr iP« iv e economics, and economic statistics arc. of 
s ’ • i • ,' c l ?* m sociology is used in two different meanings. Descrip- 
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that of the other hr uuV.cs U f |^° m * n , 1 ? rC ncarl > universal point of view than 

an individual town or with hlSf °™’* ll,s 1 u * I >’ P rM P cr - for instance, deals with 
uua. town or with towns m a definite period or with an individual 


people or w ith a ccmin V.’ I. * ucmmc P^r.oil or w ith an indtvidu 

tlVinschaft unj GcscIbcIyaif'n’iT* 1 arc *’ M ? x Wc,M?r in his main ^catisc 
town in general ie wih k. 1 ,bl l n ^ n - PP- 5i*-*o«> deals with the 

without any limitation to hittoricjrerio l"” 1 CX I >cr, . cn ‘ c concerning towns 
peoples, nations, races, and civile,;,,* P co g ra P ,M «' areas, or individual 



Epistemological Problems of Human Action 31 

and judicious. But it does not by itself provide any knowledge and 
skill which could be utilized for handling concrete tasks. 

The natural sciences too deal with past events. Every experience 
is an experience of something passed away; there is no experience of 
future happenings. But the experience to which the natural sciences 
owe all their success is the experience of the experiment in which 
the individual elements of change can be observed in isolation. The 
facts amassed in this way can be used for induction, a peculiar proce¬ 
dure of inference which has given pragmatic evidence of its ex¬ 
pediency, although its satisfactory epistemological characterization 
is still an unsolved problem. 

The experience with which the sciences of human action have 
to deal is always an experience of complex phenomena. No laboratory 
experiments can be performed with regard to human action. \Vc are 
never in a position to observe the change in one element only, all 
other conditions of the event being equal to a case in which the 
clement concerned did not change. Historical experience as an ex¬ 
perience of complex phenomena docs not provide us with facts in the 
sense in which the natural sciences employ this term to signify isolated 
events tested in experiments. The information conveyed by historical 
experience cannot be used as building material for the construction of 
theories and the prediction of future events. Every historical experi¬ 
ence is open to various interpretations, and is in fact interpreted in 
different ways. 

The postulates of positivism and kindred schools of metaphysics are 
therefore illusory. It is impossible to reform the sciences of human 
action according to the pattern of physics and the other natural 
sciences. There is no means to establish an a posteriori theory of 
human conduct and social events. History can neither prove nor 
disprove any general statement in the manner in which the natural 
sciences accept or reject a hypothesis on the ground of laboratory 
experiments. Neither experimental verification nor experimental falsi¬ 
fication of a general proposition arc possible in this field. 

Complex phenomena in the production of which various causal 
chains arc interlaced cannot test any theory. Such phenomena, on 
the contrary, become intelligible only through an interpretation in 
terms of theories previously developed from other sources. In the 
case of natural phenomena the interpretation of an event must not be 
at variance with the theories satisfactorily verified by experiments. In 
the case of historical events there is no such restriction. Commentators 
would be free to resort to quite arbitrary explanations. W here there 
is something to explain, the human mind has never been at a loss to 
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invent ad hoc some imaginary theories, lacking any logical justifica¬ 
tion. 

A limitation similar to that which the experimentally tested theories 
enjoin upon the attempts to interpret and elucidate individual physi¬ 
cal, chemical, and physiological events is provided by praxeology in 
the field of human history. Praxeology is a theoretical and systematic, 
not a historical, science, its scope is human action as such, irrespective 
of all environmental, accidental, and individual circumstances of the 
concrete acts. Its cognition is purely formal and general without 
reference to the material content and the particular features of the 
actual case. It aims at knowledge valid for all instances in which the 
conditions exactly correspond to those implied in its assumptions and 
inferences. Its statements and propositions arc not derived from ex¬ 
perience. They are, like those of logic and mathematics, a priori. 
'They arc not subject to verification or falsification on the ground of 
experience and facts. They arc both logically and temporally anteced¬ 
ent to any comprehension of historical facts. They arc a necessary 
requirement of any intellectual grasp of historical events. Without 
them we should not be able to sec in the course of events anything else 
than kaleidoscopic change and chaotic muddle. 


2. 


I he Formal and Aprioristic Character of Praxeology 

A fashionable tendency in contemporary philosophy is to deny 
the existence of any a priori knowledge. All human knowledge, it is 
contended, is derived from experience. This attitude can easily be 
understood as an excessive reaction against the extravagances of 
rheology and a spurious philosophy of history and of nature. Meta¬ 
physicians were eager to discover by intuition moral precepts, the 
meaning of historical evolution, the properties of soul and matter, 
,ml the- laws govern,ng physical, chemical, and physiological events. 
1 hc,r volatile speculations manifested a blithe disregard for matter- 
of-fact knowledge. 1 hey were convinced that, without reference 

The C 3 C em rC nan? T a " and “er all tp.cstions. 

1 he modern natura sciences owe their success to the method of 

observation and experiment. There is no doubt that empiricist and 
pragmatism are right as far as they merely drsrr.lt r P ^ 
of the natural sciences But it is no it ' • / bc thc P roccdl,res 

wrong in their endeavors to reject any kinTT *,* V ar ? Cnt ' rd - V 
to characterize logic, mathematics * f a P r,on knowledge and 
experimental disciplines ' ' d Ideology as empirical and 

With to p™„oi„ gy thc „ ro „ „ f thc ph m m 
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to their complete ignorance of economics - and very olicn " l lh( ^ 
shockingly insufficient knowledge of history. In the e> es of the 
philosopher the treatment of philosophical issues is a ^bl.me and 
noble vocation which must not be put upon the ‘ow le' c of other 
gainful employments. The professor resents .he fac th l J n 
an income from philosophizing; he is offended by thc 'o«gh* 
he earns money like the artisan and the farm hand. Monetary^ 
are mean things, and the philosopher investigating the en men pnj_ 
lems of truth and absolute eternal values should not so. ^ 

paying attention to them. No line of an) contempo P ^ 
discloses the least familiarity with even the most clci. • . 1 

of economics. , , , r .* not a 

The problem of whether there arc or " hcth *[ intc ,| cctua i 
priori elements of thought—i.c., nccessarv an inc ‘ ^ concC ption 
conditions of thinking, anterior to any actual mst. , , 

and experience-must not be confused w.ch the S^E^lan 
how man acquired his characteristical \ s ability’. I'hcsc 

is descended from nonhuman ancestors w ™ . h § n t \{ c course 

ancestors were endowed with some potent,ahts M u 
Of ages of evolution converted the,« 

transformation was achieved b\ the in u . 'Hence the 

environment opening upon «, 

empiricist concludes that the fundamt, . p P f to the 

an outcome of experience and represent an adaptation 

conditions of his environment. . r i u . t*.,, ther con- 

This idea leads, when consistently folded. ^ 

elusion that there were between our p c • ^ ( which, al- 

sapiens various intermediate stages. . m w ere en- 

though not yet equipped with the human acu* |'h c ir> w as 
dowed with some rudimentary elements o 1 ** ; m L r f cC tlv logical) 

not yet a logical mind, but a prclogical (01 i. evolved step 

mini Their desultory and defect,- ogjall ft£j^ Rc;)Mll , in . 
by step from the prelogical state tow a r ^ ( hi . „f logic 

tellect, and logic arc historical phenome .. t , nl |o«ic as we 

as there is a history of technology. Nothmg suggests that g 
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know it is the last and final stage of intellectual evolution. Human 
logic is a historical phase between prehuman nonlogic on the one 
hand and superhuman logic on the other hand. Reason and mind, the 
human beings’ most efficacious equipment in their struggle for sur¬ 
vival, are emuedded in the continuous flow of zoological events. They 
arc neither eternal nor unchangeable. 1 hey are transitory. 

Furthermore, there is no doubt that every human being repeats in 
his personal evolution not only the physiological metamorphosis from 
a simple cell into a highly complicated mammal organism but no less 
the spiritual metamorphosis from a purely vegetative and animal ex¬ 
istence into a reasonable mind. This transformation is not completed 
in the prenatal life of the embryo, but only later when the newborn 
child step by step awakens to human consciousness. Thus every man 
in his early youth, starting from the depths of darkness, proceeds 
through various states of the mind’s logical structure. 

Then there is the case of the animals. We arc fully aware of the 
unbridgeable gulf separating our reason from the reactive processes 
of their brains and nerves. But at the same time we divine that forces 


arc desperately struggling in them toward the light of comprehension. 
They arc like prisoners anxious to break out from the doom of eternal 
darkness and inescapable automatism. We feci with them because 
we ourselves arc in a similar position: pressing in vain against the 
limitation of our intellectual apparatus, striving unavailingly after 
unattainable perfect cognition. 

But the problem of the a priori is of a different character. It docs 
not deal with the problem of how consciousness and reason have 
emerged. It refers to the essential and necessary character of the 
logical structure of the human mind. 

The fundamental logical relations arc not subject to proof or dis¬ 
proof. Every attempt to prove them must presuppose their validity. 
It is impossible to explain them to a being who would not possess them 
on lus own account. Efforts to define them according to the rules of 
definition must fail. They are primary propositions antecedent to 
any nominal or real definition. They are ultimate unanalyzable 
categories. The human mind is utterly incapable of imagining logical 
categories at variance with them. No matter how they may appear to 

I arC f ° r man ineSCa P ab,c a " d absolutely P neces- 

* pennon; apP e r - 

They are no less an indispensable prerequisite of memory There 

f Itr'net, T a ' SdCnCCS t0 dCSC ’ il>e “rv - In Stance 
more general phenomenon. Every living organism conserves 
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the effects of earlier stimulation, and the present state of inorganic- 
matter is shaped by the effects of all the influences to which it «as 
exposed in the past. The present state of the universe is the product 
of its past. We may, therefore, in a loose metaphorical sense. sa\ 
that the geological structure of our globe conserves the memory of 
all earlier cosmic changes, and that a man’s body is the ^.mentation 
of his ancestors’ and his own destinies and vicissitudes. But me more 
is something entirely different from the fact of the structural un > 
and continuity of cosmic evolution. It is a phenomenon of conscious- 
ness and as such conditioned by the logical a priori. 
been puzzled by the fact that man does not rcmemberanvth ng mm 
the time of his existence as an embryo and as a suckling Freud tned 
to explain this absence of recollection as brought about b> subcon 
scious suppression of undesired reminiscences. The truth^ hat the 

is nothing to be remembered of unconscious states. Au ¬ 
tism and unconscious response to physiological stmnul.« <•" £ 

neither for embryos and sucklings nor for adults material for 

mcmbrance. Only conscious states can be rcn ’ cn J , " cd f , 

The human mind is not a tabula rasa on which hexternal e enr 

write their own history. It is equipped with a set ° too fo gnsp.ng 

reality. Man acquired these tools, i c., the ogica present 

mindTin the course of his evolution from an amoel a t„ h,s present 

state. But these tools arc logically prior to any cx P e ^ C ; . oida ,,| v 
Man is not only an animal totally subject to the «m»l> o dah^ 
determining the circumstances of his Me. He ,s also an ac mg be mg 
And the category of action is logically antecedent to am toner 

“The fact that man does not have the 

categories at variance with the fundamental ogica 

the principles of causality and teleology en.o.ns upon us « hat mas 

called methodological apriorisiu. . 4 to ,\ yc 

Everybody in his daily behavior again and again be. ■ action> 

immutability and universality of the categories o * ' .j ncc 

He who addresses his fellow men, who wants to inform 
them, who asks questions and answers other pc»F* , • ommnn 

proceed in this way only because he can appea to s ^ Thc 

to all men—namely, the logical structure of u,lin ^ could 

that A could at the same time be von-A or that to p e j y 

at the same time be to prefer B to A is simply 
surd to a human mind. We arc not in the position to comp 
kind of prclogical or metalogical thinking. We cannot think 
world without causality and teleology. 
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It does not matter for man whether or not beyond the sphere ac¬ 
cessible to the human mind there are other spheres in which there 
is something categorially different from human thinking and acting. 
No knowledge from such spheres penetrates to the human nund. It 
is idle to ask whether things-in-themselves are different from what 
they appear to us, and whether there arc worlds which we cannot 
divine and ideas which we cannot comprehend. These are problems 
beyond the scope of human cognition. Human knowledge is condi¬ 
tioned by the structure of the human mind. If it chooses human action 
as the subject matter of its inquiries, it cannot mean anything else than 
the categories of action which are proper to the human mind and are 
its projection into the external world of becoming and change. All 
the theorems of praxeologv refer only to these categories of action 
and arc valid only in the orbit of their operation. They do not pre¬ 
tend to convey any information about never dreamed of and un¬ 
imaginable worlds and relations. 

Thus praxeologv is human in a double sense. It is human because 
it claims for its theorems, within the sphere precisely defined in the 
underlying assumptions, universal validity for all human action. It 
is human moreover because it deals only with human action and 
docs not aspire to know about nonhuman—whether subhuman-or 
superhuman—action. 

The Alleged Logical Heterogeneity of Primitive Man 


It is a general fallacy to believe that the writings of Lucien Ldvy-Bruhl 
give support to the doctrine that the logical structure of mind of primitive 
man was and is categorially different from that of civilized man. On the 
contrary, what l«cvy-Bruhi, on the basis of a careful scrutiny of the entire 
ethnological material available, reports about the mental functions of primi¬ 
tive man proves clearly that the fundamental logical relations and the 
categories of thought and action play in the intellectual activities of sav¬ 
ages the same role they play in our own life. The content of primitive man’s 
thoughts differs from the content of our thoughts, but the formal and 
logical structure is common to both. 

It is true that Uvy-Bruhl himself maintains that the mentality of primi- 
pen,, es ,s essent.ally “mystic and prclogical" in character; primitive 
r , ' C re P; escn ' a "” n * ^e regulated by the “law of participation” 
l" v BruhrsX? md ' ffcrcnr to thc law «f contradiction. However. 

£! l n " r C t,0n J be T* een prC, °S ical and 'ogical thinking refers to 
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those subject to the law of reasoning. “The prelogical and the mystic are 

co-existent with the logical” 3 . . . , . 1M 

Livy-Bruhl relegates the essential teachings of Christianity to the real 
of the prelogical mind.« Now, many objections can possibly be raised and 
have been raised against the Christian doctrines and their interpretation b> 
theology. But nobody ever ventured to contend that the Christian f*he> 
and philosophers—among then, St. Augustine and St. Thomas-had mind 
whose logical structure was ca.egorially d.fferent ton, that of our con^ 
temporaries. The dispute between a man who believe m m.ra ' s nd 
another who does not refers to the content of thought, not to ts I g.c 
form. A man who tries to demonstrate the poss.b. 1 . y and reah«> o 
miracles may err. But to unmask his error «s—as the br.ll.ant t»>aof 
Hume and Mill show-certainly no less logically mtneate than to explode 

any philosophical or economic fallacy. . . 

Explorers and missionaries report that m Africa »"d Polynesu pjun'm c 

man stops short at his earliest perception of t mgs an l sometimes 

can in any way avoid if European and American educator someun.c 

report the same of their students. \\ »th regar tot ic • with them 

livy-Bruhl quotes a missionary's observation: 

turns only upon women, food, and (in the rain) * c * s ° n \Wton Kant, 
other subjects did many contemporaries and neighbors of Ness ton. Kan 

and Livy-Bruhl prefer? . u bcst expressed 

The conclusion to be drawn from nxious to find 

in his own words: “The primitive mind, dircc- 

the reasons for what happens, but it does not seek these the 

tion as we do." 7 «• „ r4 , t u c content of his 

A peasant eager to get a rich■ cn* ^^“mi some magical rites he 
ideas—choose various methods. Me nu> \ s maee of his 

may embark upon a pilgrimage, he may o « * ferti | izcr . But whatever 
patron saint, or he may employ more means f or the attain- 

hc does, it is always action, i.c., the emp o # technology. F.xor- 

ment of ends. Magic is in a broader sense a «^ d t ^°ffi ch m „st 
c “ m « a deliberate purposeful_act.on «^ thercforc a s inap- 
of our contemporaries condemn P ; t hat the action .% 

propriatc. But the concept of ac,lon . promising success and that 
guided by a correct theory- and a tech g> P ^ ,J Mlcr of thc action 
it attains the end aimed at. It only imphc P cffcct 

believes that thc means applied will P r <*^' c . ontradict the a sscrtion that 
No facts provided by ethnology o (New York. . 9 »>. 

3. Lcvy-Bruhl, How Natives Think , crans. b> • 
p. 386. 

4. Ibid., p. 377. , , A Clare (New York. i 9 *i>. 

5. L^vy-Bruhl, Primitive Mentality . trans. > 
pp. 27-29. 

6. Ibid., p. 27. 
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the logical structure of mind is uniform with all men of all races, ages, and 
countries. 8 

3. The A Priori and Reality 

Aprioristic reasoning is purely conceptual and deductive. It can¬ 
not produce anything else but tautologies and analytic judgments. All 
its implications are logically derived from the premises and were al¬ 
ready contained in them. Hence, according to a popular objection, 
it cannot add anything to our knowledge. 

All geometrical theorems are already implied in the axioms. I he 
concept of a rectangular triangle already implies the theorem of Py¬ 
thagoras. This theorem is a tautology, its deduction results in an 
analytic judgment. Nonetheless nobody would contend that geometry 
in general and the theorem of Pythagoras in particular do not enlarge 
our knowledge. Cognition from purely deductive reasoning is also 
creative and opens for our mind access to previously barred spheres. 
The significant task of aprioristic reasoning is on the one hand to bring 
into relief all that is implied in the categories, concepts, and premises 
and, on the other hand, to show what they do not imply. It is its 
vocation to render manifest and obvious what was hidden and un¬ 
known before.® 


In the concept of money all the theorems of monetary theory are 
already implied. The quantity theory docs not add to our knowledge 
anything which is not virtually contained in the concept of money. 
It transforms, develops, and unfolds; it only analyzes and is therefore 
tautological like the theorem of Pythagoras in relation to the con¬ 
cept of the rectangular triangle. However, nobody would deny the 
cognitive value of the quantity theory. To t» mind not enlightened 
by economic reasoning it remains unknown. A long line of abortive 
attempts to solve the problems concerned shows that it was certainly 
not easy to attain the present state of knowledge. 

It is not a deficiency of the system of aprioristic science that it does 
not convey to us the full cognition of realitv. Its concepts and 
theorems arc mental tools opening the approach'to a complete grasp 
of reahty; they arc, to be sure, not in themselves already the totality 
of factual k no wedge about all things. Theory and the comprehension 
of living and chang,ng reality are not in opposition to one another. 

Fonncn (BcrUn!™:'(Mf.™™' ° f En1St Ca “ ,rcr - fhilosopbie Jcr sytnbohschen 
qul nous a^VouVd abord"^’™ 1 n^tre'pas"c! C - 3 (De n rFr0/ mC,?OnS ^ , ’ i ‘! cntic l uc CC 
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Without theory, the general aprioristic science of human action, there 
is no comprehension of the reality of human1 act om ^ of 

the critique of knowledge, philosop^ ^ ^' ^^nces of 

sciences. Some authors rccom.nend Po.ncare ^ # 

They regard the premises o c !’ 0 ., crs prefer to acquiesce in 

linguistic or postulational convention. thc P qucst ion:'"How can 

ideas advanced by Einstein. Emstci • not depend on any 

mathematics, a product of human rcasoi ^ k hun , an rC a„on 

experience, so exquisitely fit t tc .hrouch pure reasoning the 

able to discover, unaided by e xp er 'c'’ • „ ~ ? ,|\c theorems 

features of real things:-” and as far as they 

of mathematics refer to rcahtv . the> arc ^ 

SSeSiSiding to the pattern of the natural 

sciences err lamentably. m lttcr „f praxcologv. human 

The reel thing which . ^ Lion end 

action, stems from the sa«« e s olls . thcv n , a y even be called 

reason arc congeneric ant <> - . . | hat reason has the power 

two different aspects of the csscnti al features of 

ro make clear through pure • #ction js an offshoot of reason, 

action is a consequence o f pr.ixcological reasoning are not 

The theorems attained b\ !. i; kc ,|, e correct mathematical 

only perfectly certain and incontestable, like ti of their 

theorems. They refer "toreover ^ h the J <)f ^ ^ 

..- - - — 

"L n„ JL in which the pr.ncnh.gic.l cegntic. 

. _ . - , _ c rirnec Ct Vhvpothese (Paris. iyi«). |>- 

:r. of Social Sciences (London. 

,,p i: 46 Auicr, Einstein, Oeon'dric ur,H Er,alm.« g (Berlin. .9«5>. |> »■ 
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do not appear fully and perfectly. There is no mode of action think¬ 
able in which means and ends or costs and proceeds cannot be clear y 
distinguished and precisely separated. -There is nothing which only 
approximately or incompletely fits the economic category of an 
exchange. There are only exchange and nonexchange; and with re¬ 
gard to any exchange all the general theorems concerning exchanges 
arc valid in their full rigidity and with all their implications. There 
arc no transitions from exchange to nonexchange or from direct 
exchange to indirect exchange. No experience can ever be had which 
would contradict these statements. 

Such an experience would be impossible in the first place for the 
reason that all experience concerning human action is conditioned bv 
the praxcological categories and becomes possible only through their 
application. If we had not in our mind the schemes provided by praxc¬ 
ological reasoning, we should never be in a position to discern and to 
grasp any action. We would perceive motions, but neither buying nor 
selling, nor prices, wage rates, interest rates, and so on. It is only 
through the utilization of the praxcological scheme that we become 
able to have an experience concerning an act of buying and selling, 
but then independently of the fact of whether or not our senses con¬ 
comitantly perceive any motions of men and of nonhuman elements 
of the external world. Unaided by praxcological knowledge we would 
never learn anything about media of exchange. If we approach coins 
\\ irhotit such preexisting knowledge, we would sec in them only 
round plates of metal, nothing more. Experience concerning money 
requires familiarity with the praxcological category medium of ex¬ 
change. 


Experience concerning human action differs from that concerning 
natural phenomena in that it requires and presupposes praxcological 
knowledge. This is why the methods of the natural sciences arc in¬ 
appropriate for the study of praxcologv, economics, and history. 

In asserting the a priori character of praxcologv vve arc not drafting 
a plan for a future new science different from the traditional sciences 
of human action, \\c do not maintain that the theoretical science of 
human action should be aprioristic. but that it is and always has been 
so. I 7 very attempt to reflect upon the problems raised bv human action 
is necessarily bound to aprioristic reasoning. It does not make any 
difference in this regard whether the men discussing a problem are 

ti , X,rc , r* PUrC kn °' V,CdgC ° n,V <>r stat esmen. P politicians! 

di o ve w n ^nd ^7,° COr ".P rehcnd occ " rri "P changes and to 

stiff Their „w meret P Pelp, c P ^ 

tcrests. People may begin arguing about the signif- 
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icance of any concrete experience, the debate inevitably turns aw <> 
from the accidental and environmental features of the event con¬ 
cerned to an analysis of fundamental principles, and imperceptible 
abandons any reference to the factual happenings which evoked the 
argument. 1 he history of the natural sciences is a record ol theories 
and hypotheses discarded because they were disproved by experience. 
Remember for instance the fallacies of older mechanics disproved 
by Galileo or the fate of the phlogiston theory. No such case is 
recorded by the history of economics. The champions of logically 
incompatible theories claim the same events as the pro..! that the., 
point of view has been tested by experience. 1 he truth is that the 
experience of a complex phenomenon-and there is no other expe¬ 
rience in the realm of human action-can always be interpreted on 
the ground of various antithetic theories. Whether the interpreta¬ 
tion is considered satisfactory or unsatisfactory depends on the ap¬ 
preciation of the theories in question established beforehand on the 

ground of aprioristic reasoning.' • , ,... . . 

History cannot teach us any general rule, principle, o. " ' 

is no means to abstract from a historical experience a I** “ >" 1 > 
theories or theorems concerning human conduct and p cn Mu 
data of history would be nothing hut a chmisy atxumulatmn d 
connected occurrences, a heap of confusion, if they vould not I 
clari'ficd, arranged, and interpreted by systematic Ideological 

knowledge. 

4. The Principle of Methodological l.ulividualis... 

Praxeologv deals with the actions of individual men. It is only in 
,he further course of its inquiries that cognition of human coope.a 
tion is attained and social action is treated as a special case of the ...me 
universal category of human action as such. 

I his methodological individualism has been vel.en.entl> ■>«<;'vk«l 
|,V various metaphysical schools and disparaged as a nom.nal.s ,c fal- 
lacv. The notion of an individual, say the critics, is an empty “pac¬ 
tion. Real man is necessarily alw ays a member of a social whole. I u 
even impossible to imagine the existence of a man separated fmm 
rest of mankind and not connected with society. Man as man ,s the 
product of a social evolution. His most eminent feature, reason, could 
only emerge within the framework of social mutuality. I here is no 

thinking which does not depend on the concepts and ..ns of 

a. F. P. Cheyncy. in History and Other Essay- 'New York. •»»?>. 

P- 2 7* 


4 * 


Human Action 

Uneuage. But speech is manifestly a social phenomenon. Man is al¬ 
ways the member of a collective. As the whole is both logically and 
temporally prior to its parts or members, the study of che ,nd ' ldua ‘ 
is posterior to the study of society. The only adequate method for the 
scientific treatment of human problems is the method of umversalism 

or collectivism. . 

Now the controversy whether the whole or its parts are logicall) 

prior is vain. Logically the notions of a whole and its parts are cor¬ 
relative. As logical concepts they arc both apart from time. 

No less inappropriate with regard to our problem is the reference 
to the antagonism of realism and nominalism, both these terms being 
understood in the meaning which medieval scholasticism attached to 
them. It is uncontcstcd that in the sphere of human action social en¬ 
tities have real existence. Nobody ventures to deny that nations, states, 
municipalities, parties, religious communities, arc real factors deter¬ 
mining the course of human events. Methodological individualism, 
far from contesting the significance of such collective wholes, con¬ 
siders it as one of its main tasks to describe and to analyze their be¬ 
coming and their disappearing, their changing structures, and their 
operation. And it chooses the only method fitted to solve this problem 
satisfactorily. 

First we must realize that all actions arc performed by individuals. 
A collective operates always through the intermediary of one or 
several individuals whose actions are related to the collective as the 
secondary source. It is the meaning which the acting individuals and 
all those who arc touched by their action attribute to an action, that 
determines its character. It is the meaning that marks one action as the 
action of an individual and another action as the action of the state or 
of the municipality. The hangman, not the state, executes a criminal. 
It is the meaning of those concerned that discerns in the hangman’s 
action an action of the state. A group of armed men occupies a place. 
It is the meaning of those concerned which imputes this occupation 
not to the officers and soldiers on the spot, but to their nation. If we 
scrutinize the meaning of the various actions performed by individuals 
nvc ™ust necessarily learn everything about the actions of collective 
wholes. For a social collective has no existence and reality outside of 
the individual members’ actions. The life of a collective is lived in the 
actions of the individuals constituting its bodv. There is no social 
collecnve conceivable which is not operative in the actions of some 

releasin' 10 ^ 1 '' ° f * intC S cr Consi * s directing and 

t , a .‘: nons tht part Of individuals. Thus the way to 

" h °"‘ ■ “ -■>* - *. in- 
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As a thinking and acting being man emerges from his prehuman 
existence already as a social being. The evolution of reason, language, 
and cooperation is the outcome of the same process; they were in¬ 
separably and necessarily linked together. But this process took place 
in individuals. It consisted in changes m the behavior of mdiv dua s. 
There is no other substance in which it occurred than the in ■ 

There is no substratum of society other than the actions of md .duals 
That there are nations, states, and churches, that there is social 
cooperation under the division of labor, becomes discernible onl> in 
the actions of certain individuals. Nobody ever perceived a nation 
without perceiving its members. In this sense one may say that a so¬ 
da! collective comes into being through the actions of individual. 
That does not mean that the individual is temporally anteceden t 
merely means that definite actions of individuals constitute 

''There is no need to argue whether a collective is the sum resulting 

gTnTr^ 

i..-y - 

wholes. They arc ncve V"'. mC aning which acting men attribute to 
of the understanding of the m g pc „pl c . Whether 

their acts. We can see a^crowd, .x ^ which this 

this crowd is a mere gadwn g: „ or an organ i ze d body or 

term is used m contemptoraryp.■ £ (ion which can only be an- 

any other kind of socialI en i y ■ /l ^ (hcv thcnlsc ] vcs attach 

svvered by understanding the -.man g meaning of individ- 

p— — - 

recognize ^d^ntines s(udv of huin an action from the col- 

.eedv^nt encounter an insurmountable obstacle in the fact that 
• x Mml at the same time can belong and—with the exception 
of the most primitive tribesmen-really belongs to various collective 
end ties' 1 'The^ problems raised by the multiplicity of coexisting social 
units and thJmutual antagonisms can be solved only by methodolog¬ 
ical individualism. 14 

Sec below, pp. . 45 - 55 . *e -tique of the collectivist theory of society. 
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I and We 

The Ego is the unity of the acting being. It is unquestionably given ami 
cannot be dissolved or conjured away by any reasoning or quibbling. 

The We is always the result of a summing up which puts together two 
or more Egos. If somebody says /, no further questioning is necessary in 
order to establish the meaning. The same is valid with regard to the Vbou 
and, provided the person in view is precisely indicated, with regard to the 
He. But if a man says We> further information is needed to denote who the 
Egos arc w ho are comprised in this We. It is alw-avs single individuals who 
say We; even if they say it in chorus, it yet remains an utterance of single 
individuals. 

The We cannot act otherw isc than each of them acting on his own be¬ 
half. They can either all act together in accord; or one of them may act 
for them all. In the latter ease the cooperation of the orhers consists in 
their bringing about the situation which makes one man's action cfTccrivc 
for them too. Onlv in this, sense docs the officer of a social entity act for 
the w hole; the individual members of the collective body either cause or 
allow* a single man's action to concern them too. 

l hc endeavors of psychology to dissolve the Ego and to unmask it as an 
illusion arc idle. The praxeological Ego is beyond any doubts. No matter 
what a man was and w hat he may become later, in the very act of choosing 
and acting he is an Ego. 

Erom the pluralis logicus (and from the merely ceremonial pluralis 
majcstaricus) w e must distinguish the pluralis gloriosus. If a Canadian who 
never tried skating says. “We arc the world’s foremost ice hockey players.” 
or if an Italian boor proudly contends “We are the world's most eminent 
painters, nobody is fooled. But with reference to political and economic 
problems the pluralis gloriosus evolves into the pluralis impcrialis and as 
such plays a significant role in paving the way for the acceptance of 
doctrines determining international economic policies. 


me Principle of Methodological Singularism 

No less than from the action of an individual praxcologv begins it: 
investigations from the individual action. It docs not deal in vagu. 
ternis with human action in general, hut with concrete action whicl 
a dehnite man has performed at a definite date and at a definite place 
But. of course it does not concern itself with the accidental an. 
environmental features of this action and with what distinguishes i 

EE SESS"' b “ —»—-y ME 

I he philosophy of universalism has from time immemorial blocke, 
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access to a satisfactory grasp of praxeological problems, and contem¬ 
porary universalists are utterly incapable of finding an approach to 
them. Universalism, collectivism, and conceptual realism see only 
wholes and universals. They speculate about mankind, nations, states, 
classes, about virtue and vice, right and wrong, about entire classes 
of wants and of commodities. They ask, for instance: \\ hy is the 
value of “gold” higher than that of “iron *? Thus they never find 
solutions, but antinomies and paradoxes only. The best-known in¬ 
stance is the value-paradox which frustrated even the work of the 
classical economists. 

Praxeology asks: What happens in acting? What docs it mean to 
say that an individual then and there, today and here, at any time and 
at any place, acts? What results if he chooses one thing and rejects 
another? 

The act of choosing is always a decision among various opportuni¬ 
ties open to the choosing individual. Man never chooses between 
virtue and vice, but only between two modes of action which we call 
from an adopted point of view virtuous or vicious. A man never 
chooses between "gold” and “iron" in general, but always only be¬ 
tween a definite quantity of gold and a definite quantity of iron. 
Every single action is strictly limited in its immediate consequences. 
If we want to reach correct conclusions, we must first of all look at 


these limitations. _ . . , , 

Human life is an unceasing sequence of s.ngle actions. But the single 

action is by no means isolated. It is a link in a chain of actions which 
together form an action on a higher level aiming at a more distant 
end. Every action has two aspects. It is on the one hand a partial action 
in the framework of a further-stretching action, the performance of 
a fraction of the aims set by a more far-reaching action. It is on the 
other hand itself a whole with regard to the actions aimed at by the 


performance of its own parts. . 

It depends upon the scope of the pro,ect on which acting man 
is intent at the instant whether the more far-reaching action or a 
partial action directed to a more immediate end only is thrown into 
relief There is no need for praxeology to raise questions of the type 
of those raised by Gestaltpsychologie. The road to the performance 
of great things must always lead through the performance of partial 
tasks. A cathedral is something other than a heap of stones joined to¬ 
gether. But the only procedure for constructing a cathedral is to lay- 
one stone upon another. For the architect the whole project is the 
main thing. For the mason it is the single wall, and for the bricklayer 
the single stones. What counts for praxeology is the fact that the 
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only method to achieve greater tasks is to build from the foundations 
step by step, part by part. 

6 . The Individual and Changing Features of 
Human Action 

The content of human action, i.e., the ends aimed at and the means 
chosen and applied for the attainment of these ends, is determined 
by the personal qualities of every acting man. Individual man is the 
product of a long line of zoological evolution which has shaped his 
physiological inheritance. He is born the offspring and the heir of his 
ancestors, and the precipitate and sediment of all that his forefathers 
experienced arc his biological patrimony. When he is born, he does 
not enter the world in general as such, but a definite environment. 
The innate and inherited biological qualities and all that life has 
worked upon him make a man what he is at any instant of his pilgrim¬ 
age. They are his fate and destiny. His will is not “free** in the 
metaphysical sense of this term. It is determined by his background 
and all the influences to which he himself and his ancestors were ex¬ 
posed. 

Inheritance and environment direct a man's actions. They suggest 
to him both the ends and the means. I Ic lives not simply as man in 
abstracto; he lives as a son of his family, his race, his people, and his 
age; as a citizen of his country; as a member of a definite social group; 
as a practitioner of a certain vocation; as a follower of definite reli¬ 
gious, metaphysical, philosophical, and political ideas; as a partisan in 
many feuds and controversies. He docs not himself create his ideas 
and standards of value; he borrows them from other people. His 
ideology is what his environment enjoins upon him. Only very few 
men have the gift of thinking new and original ideas and of changing 
the traditional body of creeds and doctrines. 

C.ommon man does not speculate about the great problems. With 
.egard to them he relics upon other people's authority, he behaves 
as every decent fellow must behave,” he is like a sheep in the herd. 
It is precisely this intellectual inertia that characterizes a man as a 
common man. \ ct the common man does choose. He chooses to adopt 

com Hr P 'uTw ° r Pat T nS ad ° pted b > othcr People because he is 
fare h procedure is best fitted to achieve his own wel- 

mode of air- “ '° his ide °>ogv and consequently his 

c ter 1 whenever he becomes convinced that this would 

better serve his own interests. 

Most of a man's daily behavior is simple routine. He performs 
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certain acts without paying special attention to them. He does many 
things because he was trained in his childhood to do them, because 
other people behave in the same way, and because it is customary 
in his environment. He acquires habits, he develops automatic re¬ 
actions. But he indulges in these habits only because he welcomes 
their effects. As soon as he discovers that the pursuit of the habitual 
way may hinder the attainment of ends considered as more desirable, 
he changes his attitude. A man brought up in an area in which the 
water is clean acquires the habit of heedlessly drinking, washing, 
and bathing. When he moves to a place in which the water is polluted 
by morbific germs, he will devote the most careful attention to proce¬ 
dures about which he never bothered before. He will watch himself 
permanently in order not to hurt himself by indulging unthinkingly 
in his traditional routine and his automatic reactions. 1 he fact that 
an action is in the regular course of affairs performed spontaneously, 
as it were, docs not mean that it is not due to a conscious volition and 
to a deliberate choice. Indulgence in a routine which possibly could 
be changed is action. 

Praxcology is not concerned with the changing content of acting, 
but with its pure form and its catcgorial structure. 1 he study of the 
accidental and environmental features of human action is the task ol 


history. 

7. The Scope and the Specific Method of History 

The study of all the data of experience concerning human action 
is the scope of history. The historian collects and critically sifts all 
available documents. On the ground of this evidence he approaches 

his genuine task. , , . 

It has been asserted that the task of history is to show how events 
actually happened, without imposing presuppositions and values 
(• wertfrei, i e , neutral with regard to all value judgments lie 
historian's report should be a faithful image of the past an mtellcctua 
photograph, as it were, giving a complete and unbiased description of 
all facts. It should reproduce before our intellectual cj c the past with 

all its features. , , ... 

Now, a real reproduction of the past would require a duplication 
not humanly possible. History is not an intellectual reproduction, but 
a condensed representation of the past in conceptual terms The 
historian docs not simply let the events speak or themselves. He ar¬ 
ranges them from the aspect of the ideas underlying the formation of 
the general notions he uses in their presentation. He docs not report 
facts as they happened, but only relevant facts. He does not approach 
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ihe documents without presuppositions, but equipped w ith the whole 
apparatus of his age’s scientific knowledge, that is, with all the teach¬ 
ings of contemporary logic, mathematics, praxeology, and natural 
science. 

It is obvious that the historian must not be biased by any prejudices 
and party tenets. Those writers who consider historical events as an 
arsenal of weapons for the conduct of their party feuds arc not 
historians but propagandists and apologists. They arc not eager to 
acquire knowledge but to justify the program of their parties. They 
are fighting for the dogmas of a metaphysical, religious, national, po¬ 
litical, or social doctrine. They usurp the name of history for their 
writings as a blind in order to deceive the credulous. A historian 
must first of all aim at cognition. Me must free himself from any 
partiality. He must in this sense be neutral with regard to any value 
judgments. 

This postulate of U'crtfreihcit can easily be satisfied in the field 
of the aprioristic science—logic, mathematics, and praxeology—and 
in the field of the experimental natural sciences. It is logically not 
difficult to draw a sharp line between a scientific, unbiased treat¬ 
ment of these disciplines and a treatment distorted by superstition, 
preconceived ideas, and passion. It is much more difficult to comply 
with the requirement of valuational neutrality in history. For the 
subject matter of history, the concrete accidental and environmental 
content of human action, is value judgments and their projection into 
the reality of change. At every step of his activities the historian 
is concerned with value judgments. The value judgments of the men 
w hose actions he reports are the substratum of his investigations. 

It has been asserted that the historian himself cannot avoid judg¬ 
ments of value. No historian—not even the naive chronicler or new s- 
paper reporter-registers all facts as they happen. He must discrim¬ 
inate, he must select some events which he deems worthy of being 
i egistcrcd and pass over in silence other events. This choice, it is said, 
unpl.es in itself a value judgment. It is necessarily conditioned by the 
historian s world view and thus not impartial but an outcome of pre- 
concen ed ideas. 11,story can never be anything else than distortion 
facts; ,t can never be really scientific, that is neutral with regard 
to \ allies and intent only upon discovering truth b 

Of C0 7 C -,"" that thc discr «ion which the selection 

7 , P laces , ,n t ,c ' ands the historian can be abused. It can and 

docs happen that thc historian’s choice 

ever, thc problems involved arc much 
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is guided by party bias. How- 


hr doctrine would have us believe. Their soluti 


more intricate than this popu- 
ion must be sought on 
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the ground of a much more thorough scrutiny of the methods of 
history. 

In dealing with a historical problem the historian makes use ot all 
the knowledge provided by logic, mathematics, the natural sciences, 
and especially by praxeology. I lowever, the mental tools of these 
nonhistorical disciplines do not suffice for his task. 1 hey arc indis¬ 
pensable auxiliaries for him, but in themselves they do not make it 
possible to answer those questions he has to deal with. 

The course of history is determined by the actions of individuals 
and by the effects of these actions. The actions arc determined by the 
value judgments of the acting individuals, i.e., the ends which thc\ 
were eager to attain, and by the means which they applied foi the 
attainment of these ends. The choice of the means is an outcome of 
the whole body of technological knowledge of the acting mdiv .duals. 
It is in many instances possible to appreciate the effects of the means 
applied from the point of view of praxcologv or of the natur. 
sciences. But there remain a great many things for t ic i ncu ation <> 


which no such help is available. . 

The specific task of history for which it uses a specific method 

the study of these value judgments and of the effects of «■* »«.» 

as far as they cannot be analyzed by the teachings o a otm > ' 

of knowledge. The historian's genuine problem is alwa> s o in I 
things as they happened. But he cannot solve this problem orthe 
ground of the theorems provided by all other sciences a ° • ... 

ways remains at the bottom of each of lus problems some • *: .. : s 

resists analysis at the hand of these teachings of other 
these individual and unique characteristics o cac i cxc 


studied bv the understanding. . , mrr( „,, 0 r 

The uniqueness or individuality w bich remains a ., . 

every historical fact, when all the means for its .ntcrprctation, p m dc 
bv logic, mathematics, praxcologv. and the natura scene es hae cu 
exhausted, is an ultimate datum. But whereas the na " 1 £ 

cannot say anything about their ultimate data t tan • 
such, history can trj to make its ultimate data intdhg, dc Altho ,gh 

it is impossible to reduce them to their ca,,s ' s '> cnn 

ultimate data if such a reduction were possi > c ' . ' 

understand them because he is himself a human icing. | 

Suite;-temoC ^ 

15 . Henri Bergson. I.a Venue ci lc wo, ream M' cd. Pans. >9?4>. P- 
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Geistencissenschaften or simply Vcrstehen. It is the method which all 
historians and all other people always apply in commenting upon hu¬ 
man events of the past and in forecasting future events. The discovery 
and the delimitation of understanding was one of the most important 
contributions of modem epistemology. It is, to be sure, neither a proj¬ 
ect for a new science which does not yet exist and is to be founded 
nor the recommendation of a new method of procedure for any of 
the already existing sciences. 

The understanding must not be confused with approval, be it only 
conditional and circumstantial. The historian, the ethnologist, and 
the psychologist sometimes register actions which arc for their feel¬ 
ings simply repulsive and disgusting; they understand them only as 
actions, i.c., in establishing the underlying aims and the technological 
and praxcological methods applied for their execution. To under¬ 
stand an individual case docs not mean to justify or to excuse it. 

Neither must understanding be confused with the act of aesthetic 
enjoyment of a phenomenon. Empathy ( Einfiihlung ) and under¬ 
standing arc two radically different attitudes. It is a different thing, 
on the one hand, to understand a work of art historically, to deter¬ 
mine its place, its meaning, and its importance in the flux of events, 
and, on the other hand, to appreciate it emotionally as a work of art. 
Oik- can look at a cathedral with the eyes of a historian. But one can 
look at the same cathedral cither as an enthusiastic admirer or as an 
unaffected and indifferent sightseer. The same individuals arc capable 
of both modes of reaction, of the aesthetic appreciation and of the 
scientific grasp of understanding. 

The understanding establishes the fact that an individual or a 
group of individuals have engaged in a definite action emanating 
from definite value judgments and choices and aiming at definite 
ends, and that they have applied for the attainment of these ends 
definite means suggested by definite technolo C ical, therapeutical, 
and praxcological doctrines. It furthermore tries to appreciate the 
effects and the intensity of the effects brought about bv an action; it 
tries to assign to every action its relevance, i.e., its bearing upon the 
course of events. c r 

The scope of understanding is the mental grasp of phenomena 
which cannot he totally elucidated by logic, mathematics, praxeology. 
and the natural sciences to the extent that thev cannot he clcarcd'up 
bv all these sciences. It must never contradict the teachings of these 
other branches of knowledge - The real corporeal existence of the 
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devil is attested by innumerable historical documents which are 
rather reliable in all other regards. Many tribunals in due process of 
law have on the basis of the testimony of witnesses and the confes¬ 
sions of defendants established the fact that the devil had carnal 
intercourse with witches. However, no appeal to understanding 
could justify a historians attempt to maintain that the devil really 
existed and interfered with human events otherwise than in the 

visions of an excited human brain. 

While this is generally admitted with regard to the natural sciences, 
there are some historians who adopt another attitude with regard to 
economic theory. They try to oppose to the theorems of economics 
an appeal to documents allegedly proving things incompatible with 
these theorems. They do not reali/.c that complex phenomena can 
neither prove nor disprove any theorem and therefore cannot bear 
witness against anv statement of a theory. Economic history is pos¬ 
sible only because there is an economic theory capable of throw in^ 
light upon economic actions. If there were no economic theory re¬ 
ports concerning economic facts would be nothing more th an^a col¬ 
lection of unconnected data open to any arbitrary interpretation. 

8 . Conception and Understanding 

The task of the sciences of human action is the coniprehension of 

the meaning and relevance of human action. ,c > a PI • . 

purpose two different epistemological procedures: concept,, n and 
understanding. Conception is the mental tool of praxeology; under¬ 
standing is the specific mental tool of historv. ... , r „ 

The g co g „i,io„ P of 

what is necessary in human action, ir is c* u, 

Recognition of history refers to what is unique and indjvidjwl m 
each event or class of events. It analyzes first each ^ ^ of ts « .dies 
with the aid of the mental tools provided by a <>t >e 1 | lem- 

achieved this preliminary work, it faces its ow n spe fic pro!den, 
the elucidation of the unique and individual features of the case by 

"T^oS^it has been 

be scientific because historical maintained, is 

a" subjective value ,udgn.cntv_^ic^:, )f 
only a euphemistic term for aibifranncs . . .• 

are always one-sided and partial; they do not report tlS^Vts; they dis- 

tort them. ^ ^ * 
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It is, of course, a fact that we have historical books written from 
various points of view. There are histories of the Reformation written 
from the Catholic point of view and others written from the Protestant 
point of view. There are “proletarian” histories and “bourgeois” his¬ 
tories, Tory historians and Whig historians; every nation, party, and 
linguistic group has its own historians and its own ideas about history. 

But the problem which these differences of interpretation offer 
must not be confused with the intentional distortion of facts by propa¬ 
gandists and apologists parading as historians. Those facts which can 
he established in an unquestionable way on the ground of the source 
material available must be established as the preliminary work of the 
historian. This is not a field for understanding. It is a task to be ac¬ 
complished by the employment of the tools provided by all noil- 
historical sciences. The phenomena arc gathered by cautious critical 
observation of the records available. As far as the theories of the 
nonhistorical sciences on which the historian grounds his critical ex¬ 
amination of the sources are reasonably reliable and certain, there 
cannot be any arbitrary disagreement with regard to the establish¬ 
ment of the phenomena as such. What a historian asserts is either 


correct or contrary to fact, is either proved or disproved by the 
documents available, or vague because the sources do not provide us 
with sufficient information. The experts may disagree, but only on 
the ground of a reasonable interpretation of the evidence available. 

I lie discussion docs not allow any arbitrary statements. 

\ fowever, the historians very often do not agree with regard to 
the teachings of the nonhistorical sciences. Then, of course, disagree¬ 
ment with regard to the critical examination of the records and to 
the conclusions to be drawn from them can ensue. An unbridgeable 
conflict arises. But its cause is not an arbitrariness with regard Vo the 
concrete historical phenomenon. It stems from an undecided issue 
icterring to the nonhistorical sciences. 

An ancient Chinese historian could report that the emperor’s sin 

he'ruter hTd 1 r‘ Ca ' as . tro P hic that rain fell again when 

the ruler had atoned for his sin. No modern historian would accept 

i'neontesred'f Uni,cr !> in S ™«orological doctrine is contrary to 
. tested fundamentals of contemporary natural science But no 
such unanimity exists in regard to many theological bh,logical and 
economic issues. Accordingly historians disagree 8 ’ 

regarZSdot/s ^ doC *T ° f ^'c-Arvanism -ill dis- 
tcHcctual i n r l T"' P > »">’ report concerning in- 

Srzz 12 f T r " r s - Hc " iU freat 

i which all modern historians deal 
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with the above-mentioned Chinese report. No agreement with re¬ 
gard to any phenomenon of the history of Christianity can be attained 
between people for whom the gospeis arc Holy W rit and people in 
whose eyes they arc human documents. Catholic and Protestant his¬ 
torians disagree about many questions of fact because they start 
from different theological ideas. A Mercantilist or Neo-Mercantilist 
must necessarily be at variance with an economist. An account of 
German monetary history in the years 1914 to 19-$ is conditioned 
by the author’s monetary’doctrines. The facts of the French Revolu¬ 
tion are presented in a quite different manner by those who believe 
in the sacred rights of the anointed king and those who hold other 


views. 

The historians disagree on such issues nor in their capacity as 
historians, but in their application of the nonhistorical sciences to 
the subject matter of history. They disagree as agnostic doctors dis¬ 
agree in regard to the miracles of Lourdes with the members of the 
medical committee for the collection of evidence concerning these 
miracles. Only those who believe that facts write their own stors 
into the tabula rasa of the human mind blame the historians for such 
differences of opinion. They fail to realize that history can never be 
studied without presuppositions, and that dissension with regard to 
the presuppositions, i.c., the whole content of the nonhistone a 
branches of knowledge, must determine the establishment of h.sto. ical 

facts. . , . . . 

These presuppositions also determine the historians decision con¬ 
cerning the choice of facts to be mentioned and those to be omitted 
as irrelevant. In searching for the causes of a cow s not gw mg mil 
a modern veterinarian will disregard entirely all reports concerning 
a witch’s evil eye; his view w ould have been different three hundred 
years ago. In the same way the historian selects rom t ic in c ,n ' <■ 
multitude of events that preceded the fact he is den ing wi ' N 
which could have contributed to its emergence—or have delayed 1 
-and neglects those which, according to his grasp of the nonhistorical 

sciences, could not have influenced it. 

Changes in the teachings of the nonhistorical sacnccs consequently 
must involve a rewriting of history. Every generation mus 
anew the same historical problems because they appear to i m a 
different light. The theological world view of older tunes led to a 
treatment of history other than the theorems of modern natural 
science. Subjective economics produces historic.! "oi '* ' cr > 11 
ferent from those based on mercantilist doctrines. As far as divergences 
in the books of historians stem from these disagreements, they arc 
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not an outcome of alleged vagueness and precariousness in historical 
studies. They are, on the contrary, the result of the lack of unanimity 
in the realm of those other sciences which are popularly called cer¬ 


tain and exact. 

To avoid any possible misunderstanding it is expedient to em¬ 
phasize some further points. The divergences referred to above 
must not be confused: 

1. With purposeful ill-intentioned distortion of facts. 

2. With attempts to justify or to condemn any actions from a legal 
or moral point of view. 

3. With the merely incidental insertion of remarks expressing value 
judgments in a strictly objective representation of the state of affairs. 
A treatise on bacteriology docs not lose its objectivity if the author, 
accepting the human viewpoint, considers the preservation of human 
life as an ultimate end and, applying this standard, labels effective 
methods of fighting germs good and fruitless methods bad. A germ 
writing such a book would reverse these judgments, but the material 
content of its book would not differ from that of the human bacteri¬ 
ologist. In the same way a European historian dealing with the 
Mongol invasions of the thirteenth century may speak of “favorable” 
and “unfavorable” events because he takes the standpoint of the 
European defenders of Western civilization. But this approval of one 
party s standard of value need not necessarily interfere with the 


material content of his study. It may—from the viewpoint of con¬ 
temporary knowledge—be absolutely objective. A Mongolian his¬ 
torian could endorse it completely but for such casual remarks. 

4. With a representation of one party’s action in diplomatic or 
military antagonisms. 1 he clash of conflicting groups can be dealt 
with from the point of view of the ideas, motives, and aims which im¬ 
pelled either side’s acts. For a full comprehension of what happened 
it ,s necessary to take account of what was done on both sides. The 
outcome was the result of the interaction of both parties. But in 
order to understand their actions the historian must try to sec things 
ns they appeared to the acting men at the critical time, not only as 

th ? P ° im ° f vic " <lf present-day knowl- 
cSn A . 7 ° L 'T ,n j: pnlic - v in t,lc "'«** and months pre- 
histort J r° l, t " : HC ° vil War is of -incomplete. But no 
d v . H ,S , C T° mplCtC - Rc S arillcss of whether the historian sym- 
, lth the , L " lon,sts 7 " the Confederates or whether he is 

nohe in th. r . ln ' ln Elective wav with Lincoln’s 

P ° I,C> m the Spn, 'S of ,861 - Such an investigation is an indispensable 
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preliminary to answering the broader question of how the Civil War 
broke out. 

Now finally, having settled these problems, it is possible to attack 
the genuine question: Is there any subjective element in historical 
understanding, and if so, in what manner docs it determine the re¬ 
sult of historical studies? 

As far as the task of understanding is to establish the facts that 
people were motivated by definite value judgments and aimed at 
definite means, there cannot be any disagreement among true his¬ 
torians, i.e., people intent upon cognition of past events. 1 here may 
be uncertainty because of the insufficient information provided by 
the sources available. But this has nothing to do w ith understanding. 
It refers to the preliminary work to be achieved by the historian. 

But understanding has a second task to fulfill. It must appraise the 
effects and the intensity of the effects brought about by an action; 
it must deal with the relevance of each motive and each action. 

Here we arc faced with one of the main differences between physics 
and chemistry on the one hand and the sciences of human action on 
the other. In the realm of physical and chemical events there exist 
(or, at least, it is generally assumed that there exist) constant rela¬ 
tions between magnitudes, and man is capable of discovering these 
constants with a reasonable degree of precision by means of laboratory 
experiments. No such constant relations exist in the field of human 
action outside of physical and chemical technology and therapeutics. 
For some time economists believed that they had discovered such a 
constant relation in the effects of changes in the quantity of money 
upon commodity prices. It was asserted that a rise or fall in the 
quantity of money in circulation must result in proportional change, 
of-commodity prices. Modern economics has clearly and irrefutably 
exposed the fallaciousness of this statement.'' ' osc cconoi us 
who want to substitute “quantitative economics for what they c: 
“qualitative economics” arc utterly mistaken. 1 here arc, in the field 
of economics, no constant relations, and consequently no measure¬ 
ment is possible. If a statistician determines that a rise of 10 per■ccn 
in the supply of potatoes in Atlantis at a definite tunc v.is o 
by a fall of 8 per cent in the price, he does not establish anything 
about what happened or may happen with a change in the suppj) of 
potatoes in another country or at another time. He has not measu ed 
the “elasticity of demand” of potatoes. He has established a unique 
and individual historical fact. No intelligent man can doubt that the 

17. See below, pp. 408-410. 
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behavior of men with regard to potatoes and every other commodity 
is variable. Different individuals value the same things in a different 
way, and valuations change with the same individuals with changing 
conditions. 18 

Outside of the field of economic history nobody ever ventured to 
maintain that constant relations prevail in human history. It is a fact 
that in the armed conflicts fought in the past between Europeans 
and backward peoples of other races, one European soldier was 
usually a match for several native fighters. But nobody was ever 
foolish enough to “measure” the magnitude of European superiority. 

The impracticability of measurement is not due to the lack of 
technical methods for the establishment of measure. It is due to the 
absence of constant relations. If it were only caused by technical 
insufficiency, at least an approximate estimation would be possible 
in some cases. But the main fact is that there arc no constant relations. 
Economics is not, as ignorant positivists repeat again and again, back¬ 
ward because it is not “quantitative.” It is not quantitative and does 
not measure because there arc no constants. Statistical figures refer¬ 
ring to economic events arc historical data. They tell us what hap¬ 
pened in a nonrepcatablc historical case. Physical events can be inter¬ 
preted on the ground of our knowledge concerning constant rela¬ 
tions established by experiments. Historical events arc not open to 
such an interpretation. r 

The historian can enumerate all the factors which cooperated 
... bringing about a known effect and all the factors which worked 
against them and may have resulted in delaying and mitigating the 
final outcome. But he cannot coordinate, except by understanding, 
the various causative factors in a quantitative way to the effects pro- 

itsm‘' Hc Can r >eXC T b -' r undcrstanding ’ * ssi g n t-> each of „ factors 
h,Wv T T g ,hC Cffcct R U nderstanding is in the realm of 
ment ‘ H c 1 lmalcnt - as ,r " cr e. of quantitative analysis and measure¬ 
rs u™ tell us how thick a steel plate must he in order not 

Winchcste^rifle'" It """l ^ "* 3 ^ vards from a 

’ ' ° to ' 94 o under a republican 

18 . Cf. below, p. ?4 8. r 
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constitution. Such problems do not allow any treatment other than 
that of understanding. 

To every historical factor understanding tries to assign its relevance. 
In the exercise of understanding there is no room for arbitrariness 
and capriciousness. The freedom of the historian is limited bv his 
endeavor to provide a satisfactory explanation of reality. His guiding 
star must be the search for truth. But there necessarily enters into 
understanding an clement of subjectivity. The understan ing o 
the historian is always tinged with the marks of his personality, it 
reflects the mind of its author. 

The a priori sciences—logic, mathematics, and praxcology—aim at 
a knowledge unconditionally valid for all beings endowed with the 
logical structure of the human mind. The natural sciences aim 
cognition valid for all those beings which are not only endowed xw 
the faculty of human reason but with human senses. I he umfonmi \ 
of human logic and sensation bestow s upon these branc cs 0 ' 

edge the character of universal validity. Such at least ** P 
ciple guiding the study of the physicists. Only in recent \ ’ 
they begun to see the limits of their endeavors and. 3band.mmg.the 
excessive pretensions of older physicists, discos ere t ic • 

principle.” They realize today that there are unobservables "hose 
unobservability is a matter of epistemological pnncip c. ^ 

Historical understanding can never produce resu s ar d 

accepted by all men. Two historians who fu V agre | 

to the teachings of the nonhistorical sciences and « r ^ 
establishment of the facts as far they can be cstabbslw-d wthout 

recourse to the understanding of relevance, ina> ■■•e rcc 

understanding of the relevance of these facts. They nm uM 
in establishing that the factors a, b, and c «or ti "t 1 it |, rc . 
ducing the effect P; nonetheless they can ".dels disagree 
gard to the relevance of the respective contributions of «. I 
to the final outcome. As far as understanding aims .■ •. S 

relevance to each factor, it is open to the influence of ub ecm e,u £ 
ments. Of course, these arc not judgments o \a uc, ncc » 

press preferences of the historian. They are judgments of reles 

■ 9 - Cf. A. Eddington. The Philosophy of Physical Sconce (Nc» ' ,,rk - 

Wd* is no, , dissertation on.gcncral 

foundation of a treatise of economics, there is , lo \ )C accom- 

between the understanding of historical relevance • .jolocv is outside of 

plished by a diagnosing physician. The epistemology of biology 

the scope of our inquiries. 
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Historians may disagree for various reasons. They may hold differ¬ 
ent views with regard to the teachings of the nonhistorical sciences; 
they may base their reasoning on a more or less complete familiarity 
with the records; they may differ in the understanding of the motives 
and aims of the acting men and of the means applied by them. All 
these differences are open to a settlement by “objective” reasoning; 
it is possible to reach a universal agreement with regard to them. But 
as far as historians disagree with regard to judgments of relevance it 
is impossible to find a solution which all sane men must accept. 

The intellectual methods of science do not differ in kind from 
those applied by the common man in his daily mundane reasoning. 
The scientist uses the same tools which the layman uses; he merely 
uses them more skillfully and cautiously. Understanding is not a 
privilege of the historians. It is everybody's business. In observing the 
conditions of his environment everybody is a historian. Everybody 
uses understanding in dealing with the uncertainty of future events 
to which he must adjust his own actions. The distinctive reasoning 
of the speculator is an understanding of the relevance of the various 
factors determining future events. And—let us emphasize it even at 
this early point of our investigations—action necessarily always aims 
at future and therefore uncertain conditions and thus is always spec¬ 
ulation. Acting man looks, as it were, with the eyes of a historian 
into the future. 


Natural History and Human History 

Cosmogony, geology, and the history of biological chances arc historical 
disciplines as they deal with unique events of the past. How ever, they 

sciences Z\'T" C ' y "‘ th , ! hc c P istcI " ol <>g>cal methods of the natural 

recourse m "° " ^ Undcrstandin g- They must sometimes take 

^e not iudcmen,? Pr f OX 7’ ate ““T" ° f n,a P nitlld "- such estimates 
are not lodgments of relevance. They arc a less perfect method of dc- 

Now.Ld.ri^;srs aT a ^- byrcfc 7^ ,o t- 

experimentally discovered on the earth ,T I phvsical ,awSl 

da y s astronomv was mainlv based on th, ce| estial bodies. In earlier 

of the celestial bodies would not chanm- *J*". ,|,t,on that the movements 

Kepler simplv tried to guess in what kin/ f c " ursc - Copernicus and 

k " hat 1 ' ,,ld of ««vc the earth moves around 
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the sun. As the circle was considered the "most perfect" curve Copernicus 
chose it for his theory. Later, by similar guesswork. Kepler substituted the 
ellipse for the circle.' Only since Newton s discoveries has astrono.it> be- 
come a natural science in the strict sense. 


9 . On Ideal Types 

History deals with unique and unrepeatable events '^h'he^ 
reversible flux of human affairs. A historical event «nnot be described 
without reference to the persons involved and to the plate and dace 
of its occurrence. As far as a happening can be ^rrated hout such 
a reference, it is not a historical event but a fact of ' 'CWtural c n 
The report that Professor X on February 20 . >945- 
certain experiment in his laboratory .s an accoui o ' r c 
event. The physicist believes that he is right ,n abstra«mg fromjhc 
person of the experimenter and the date an p ac - P | arc 

He relates only those circumstances wh.ch 

relevant for the production of the resu t ac uc\ ' ’ i.: stor j C;1 | CV cnr 

will produce the same result again. He trails <» • . , act j vc 

into * fact of the empirical as an in- 

interference of the experimenter a , )itv . i t i s no t the 

different observer and rclater of unai u ‘ . j ca | i„ ucs of this 
task of praxcology to deal «’‘ j * M , ast „„ t hc way to dis- 
philosophy. The physicists thems irro «T.uc to them- 

covering the flaw in the godlikeness they used to arrogate 

SC ' VCS * » I . Kicrnriral CVCIltS IWVC OnC COIU- 

Although unique and unrcpcata . ^ ^ comprehends them as 

.non feature: they arc human ac • 1 () -. ^ £ strU mcntality of 

human actions; it conceives their • g) Ilicin j ni » j n looking at 

praxcological cognition and un^’"vvhat counts for history is al- 
their individual and unique fcatu • mca ning that they 

ways the meaning of the men concemed 'e ' . 

attach to the state of affairs they want to alter tn b 

attach to their actions, and the meaning they attac. 

produced by the actions. „ rr ,n»»cs and assorts the infinite 

The aspect from which history • • 8 on , y principle which it 

multiplicity of events is their nl ” n ' o g tcts _ nll ..n. ideas, institutions, 
applies for the systcmization ot ) According to mean- 

social entities, and artifacts-is meaning 

ing >* arranges the e'ementsm ^ P in historical research 

Ideal types are the specific ne P - ^ concC p ts of under- 

and in the representation of ns rcsui • 
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standing. As such they are entirely different from praxeological cate- 
rrorics and concepts and from the concepts of the natural sciences. 
An ideal type is not a class concept, because its description does not 
indicate the marks whose presence definitely and unambiguously 
determines class membership. An ideal type cannot be defined; it 
must be characterized by an enumeration of those features whose 
presence by and large decides whether in a concrete instance we are 
or arc not faced with a specimen belonging to the ideal type in ques¬ 
tion. It is peculiar to the ideal type that not all its characteristics need 
to he present in any one example. Whether or not the absence of 
some characteristics prevents the inclusion of a concrete specimen 
in the ideal type in question, depends on a relevance judgment by 
understanding. The ideal type itself is an outcome of an understand¬ 
ing of the motives, ideas, and aims of the acting individuals and of 
the means they apply. 

An ideal type has nothing at all to do with statistical means and 
averages. Most of the characteristics concerned arc not open to a 
numerical determination, and for this reason alone they could not 
enter into a calculation of averages. But the main reason is to be seen 
in something else. Statistical averages denote the behavior of the 
members of a class or a type, already constituted by means of a def¬ 
inition or characterization referring to other marks, with regard 
to features not referred to in the definition or characterization. The 
membership of the class or type must be known before the statistician 
can start investigating special features and use the result of this in¬ 
vestigation for the establishment of an average. We can establish 
the average age of the United States Senators or we can reckon 
averages concerning the behavior of an age class of the population 
with regard to a special problem. But it is logically impossible to 
make the membership of a class or type depend upon an average. 

No historical problem can be treated without the aid of ideal types. 
F.vcn when the historian deals with an individual person or with a 
single event, he cannot avoid referring to ideal types. If he speaks of 
Napoleon, he must refer to such ideal types as commander, dictator, 
revolutionary leader; and if he deals with the French Revolution he 
must refer to ideal types such as revolution, disintegration of an 
established regime, anarchy. It may be that the reference to an ideal 
type consists merely in rejecting its applicability to the case in ques¬ 
tion But all historical events arc described and interpreted by means 
of ideal types. 1 he layman too, in dealing with events of the past or 

of the future, must always make use of ideal types and unwittingly 
always does so. 1 b ' 
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Whether or not the employment of a definite ideal type ^expedient 
and conducive to an adequate grasp o p icn °' '' w , determines 

developed by all nonhistor.ca of t j,c mher 
tion of history .s, of course, condmoned b> ^ thcm . But 

sciences, depends upon them. ttcr and another method 

historical knowledge has another s havc no usc for under- 

than these other sciences, an t K > confused with concepts 

standing. Thus the ideal typesJ ^h regard to thc 
of the nonhistorical sciences. 1 provide, to be sure, thc 

praxcological categories and of history. I lowever. they 
indispensable mental tools f . . j individual events 

do not refer to the understanding ^ «n«1 can therefore 

which arc thc subject matter of history An a . k 
never be a simple adoption o a pra usc d by praxcology to 

It happens in many to signify an ideal type for the 

signify a praxcological cone p expression of two 

historian. Then the historian to signify its prax- 

different things. He applies thc <- ^ Minify an'ideal type. In 

eological connotation, but '"" r (<> (hc „T.rd a meaning different 

the latter case thc historian at . forms j t by transferring it to 

from its praxcological meaning connotc different things, 

a different field of inquiry-1 t “entrepreneur" belongs 

they are homonyms. Thc cconom .£ ntrcp rcncur” as used by 

to a stratum other than the k • P_ . . s (Q n n third stratum 

economic history and descriptive cconon ,ic term “entrepre- 

lics the legal term “entrepreneur. ) framework of 

neur” is a" precisely defined concc* « intcgr ated func- 

a theory of market economy f. B _ clir ” does not include the 

tion.- 1 The historical ideal type cn P < f ^ocshinc boys, cab 

same members. Nobody in "smg i.usinessmcn, and small farmers, 
drivers who own their cars, sm to entrepreneurs is rigidly 

What economics establishes w it ' , ‘ regard to temporal and 

valid for all members of the f “J^^nchcs of business. What 
geographical conditions and to ^ n>pcs C an differ according 

economic history cstablishc various ages, countries, branches 

to thc particular circumstances ° History has little usc for a 

of business, and many other conditions. 

si. See below, pp. J5*- 2 5 6 * 
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general ideal type of entrepreneur. It is more concerned with such 
types as: the American entrepreneur of the time of Jefferson, Ger¬ 
man heavy industries in the age of William II, New England textile 
manufacturing in the last decades preceding the first World War, 
the Protestant haute finance of Paris, self-made entrepreneurs, and 


so on. 

Whether the use of a definite ideal type is to be recommended or 
not depends entirely on the mode of understanding. It is quite com¬ 
mon nowadays to employ two ideal types: Left-Wing Parties 
(Progressives) and Right-Wing Parties (Fascists). The former in¬ 
cludes the Western democracies, some Latin American dictatorships, 
and Russian Bolshevism; the latter Italian Fascism and German Nazism. 
This typification is the outcome of a definite mode of understand¬ 
ing. Another mode would contrast Democracy and Dictatorship. 
Then Russian Bolshevism, Italian Fascism, and German Nazism be¬ 
long to the ideal type of dictatorial government, and the Western 
systems to the ideal type of democratic government. 

It was a fundamental mistake of the Historical School of Wirt- 
schaftliche Staats'wissenschaften in Germany and of Institutionalism 
in America to interpret economics as the characterization of the be¬ 
havior of an ideal type, the homo oeconomicus. According to this 
doctrine traditional or orthodox economics docs not deal with the 
behavior of man as he really is and acts, but with a fictitious or hypo¬ 
thetical image. It pictures a being driven exclusively by “economic” 
motives, i.c., solely by the intention of making the greatest possible 
material or monetary profit. Such a being docs not have and never 
did have a counterpart in reality; it is a phantom of a spurious arm¬ 
chair philosophy. No man is exclusively motivated by the desire to 
become as rich as possible; many arc not at all influenced by this 
mean craving. It is vain to refer to such an illusory homunculus in 
dealing with life and history. 


I-.vcn if this really were the meaning of classical economics, the 
homo oeconomicus would certainly not be an ideal type. The ideal 
type is not an embodiment of one side or aspect of man's various aim: 
and desires. It is always the representation of complex phenomenc 
of reality, either of men, of institutions, or of ideologies 
T he classical economists sought to explain the formation of prices 
I hcv were fully aware of the fact that prices are not a product of th, 

of al men’ l ° f P e °P ,c - »"* the result of an interpla) 

statemTnt W H the market society. This was the meaning of thei 

S r n , and SUPP, >' dc,crmi " e ‘he formation of prices 

Host ex er, the classical economists failed in their endeavors to pro 
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vide a satisfactory theory of value. They were at a loss to find a 
solution for the apparent paradox of value. They were puzzled bv 
the alleged paradox that “gold” is more highly valued than “iron,” 
although the latter is more “useful” than the former. I bus they could 
not construct a general theorv of value and could not trace back the 
phenomena of market exchange and of production to their ultimate 
sources, the behavior of the consumers. This shortcoming forced 
them to abandon their ambitious plan to develop a general theory of 
human action. They had to satisfy themselves with a theory explain¬ 
ing only the activities of the businessman without going back to the 
choices of everybody as the ultimate determinants. 1 hev dealt only 
with the actions of businessmen eager to buy in the cheapest market 
and to sell in the dearest. The consumer was left outside the field of 
their theorizing. Later the epigones of classical economics explained 
and justified this insufficiency as an intentional and methodologically 
necessary procedure. It was, they asserted, the deliberate design 
of the economists to restrict their investigations to only one aspect 
of human endeavor—namely, to the “economic” aspect. It was their 
intention to use the fictitious image of a man driven solely by eco¬ 
nomic’* motives and to neglect all others although they were fully 
aware of the fact that real men arc driven by many other, non¬ 
economic’* motives. To deal with these other motives, one group of 
these interpreters maintained, is not the task of economics but of other 
branches of knowledge. Another group admitted that the treatment 
of these “noneconomic” motives and their influence on the formation 
of prices was a task of economics also, but they believed that it must 
be left to later generations. It will be shown at a later stage of our in¬ 
vestigations that this distinction between “economic” and “noneco¬ 
nomic” motives of human action is untenable.-- At this point it is 


only important to realize that this doctrine of the “economic side 
of human action utterly misrepresents the teachings of the classical 
economists. They never intended to do what this doctrine ascribes 
to them. They wanted to conceive the real formation of prices not 
fictitious prices as they would be determined if men \' ere acting under 
the sway of hypothetical conditions different from those really in¬ 
fluencing them. The prices they try to explain and do explain—al¬ 
though without tracing them back to the choices of the consumers 
—arc real market prices. The demand and supply of which they 
speak arc real factors determined by all motives instigating men to 
buy or to sell. What was wrong with their theory was that they did 
not trace demand back to the choices of the consumers; they lacked 


22. See below, pp. 233-235 and 241-245. 
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a satisfactory theory of demand. But it was not their idea that de¬ 
mand as they used this concept in their dissertations was exclusively 
determined by “economic” motives as distingu.shcd from noneco¬ 
nomic" motives. As they restricted their theorizing to the actions of 
businessmen, they did not deal with the motives of the ultimate con¬ 
sumers. Nonetheless their theory' of prices was intended as an explana- 
tion of real prices irrespective of the motives and ideas instigating 


the consumers. 

Modern subjective economics starts with the solution of the ap¬ 
parent paradox of value. It neither limits its theorems to the actions 
of businessmen alone nor deals with a fictitious homo occonomicus. 
It treats the inexorable categories of everybody’s action. Its theorems 
concerning commodity prices, wage rates, and interest rates refer to 
all these phenomena without any regard to the motives causing 
people to buy or to sell or to abstain from buying or selling. It is 
time to discard entirely any reference to the abortive attempt to 
justify the shortcomings of older economists through the appeal to 
the homo occonomicus phantom. 


io. The Procedure of Economics 


The scope of praxcologv is the explication of the category of hu¬ 
man action. All that is needed for the deduction of all praxcological 
theorems is knowledge of the essence of human action. It is a knowl¬ 
edge that is our own because we arc men; no.being of human descent 
that pathological conditions have not reduced to a merely vegetative 
existence lacks it. N’o special experience is needed in order to compre¬ 
hend these theorems, and no experience, how ever rich, could disclose 
them to a being who did not know a priori what human action is. The 
only wav to a cognition of these theorems is logical analysis of our 
inherent knowledge of the category of action! We must bethink 
ourselves and reflect upon the structure of human action. Like logic 
and mathematics, praxcological knowledge is in us; it docs not come 
from without. 


All the concepts and theorems of praxcologv are implied in the 
category of human action. The first task is to extract and to deduce 
them, to expound their implications and to define the universal condi¬ 
tions of acting as such. Having shown what conditions arc requirec 
hy any action one must go further and define-of course, in s 
eategonal and formal scnsc-thc less general conditions required fo. 
p oa modes of acting. It would be possible to deal with this scconc 


Epistemological Problems of Human Action 6 ,- 

task by delineating all thinkable conditions and deducing from them 
all inferences logically permissible. Such an all-comprehensive s> stem 
lid prosfde a theoX referring not only to human nenon as * » 
under the conditions and circumstances given m c . 1 «H 

^ .. 

imaginary worlds. u js not mC ntal gymnastic- 

or^og^ca^aMimc'.^hcrcfore^axcolt^y^rc^tncts^ts^mjumcs tortile 

are d given In reality. It studies acting t"tdcr unreah«d 

able conditions only from C ' v ° PO'^^present andpast world, could 
affairs which, although not rca ^ it l cXa mincs '"'real 

possibly become real at some . • nccded for a satisfac- 

and unrealizable^conditions 8 ^^duions present in reality, 

tory grasp of what is going " does not impair the aprioristic 

However, this reference to c\p i vncricncc mcrclv directs 

character of praxcology and econ>' • , j ivcrts j t f r „ m other 

our curiosity toward certain p'"' ^ bu( jt docs no t tell us ho" 

problems. It tells us what we s tout 1 ^^ Moreover, it is not 

we could proceed in our scare tcnt -|, C s us that, and in what 

experience but thinking alone li/.ahlc | n puthetical con- 

instances, it is necessary the J. . rid. 

ditions in order to conceiv e ■ o ®.„ ori . l | nn d aprioristic chat - 
The disutility of labor is n • r , f # worlJ in which labor 
actcr. We can without contradicti n ^ [ ue (>f n(T , lirs plc - 

docs not cause uneasiness, am wc L ' , nr i i j s conditioned by the 
vailing in such a world.- 1 But tu rc * on x \ w assumption that 

disutility of labor. Only theorems ‘ ^ f(>r t | ic comprehension 

labor is a source of uneasiness arc . \\ 

of what is going on in this worlc . f labor. But it docs not 

Experience teaches that there » that introduces itself as 

teach it directly. 1 here is 1 experience which arc mtci- 

disutility of labor. There arc o? 1 -'. V noW | C cl«c, to mean that men 
preted, on the ground of aprioris or __ ot her things being equal. 

consider leisure—i.c., th « a>s ^ n , c expenditure of labor. Wc sec 

as a more desirable condition than t| J cV colI ld get by working 
that men renounce advantages \v . - Q sacr ifi C cs for the attain- 

morc—that is, that they arc rcat > • i c j SU rc is valued as a good 

ment of leisure. Wc infer from this fact 

23. See below, pp. iji- 135 - 
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and that labor is regarded as a burden. But for previous praxcological 
insight, we would never be in a position to reach this conclusion. 

A theory of indirect exchange and all further theories built upon 
it—as the theory of circulation credit—are applicable only to the 
interpretation of events within a world in which indirect exchange 
is practiced. In a world of barter trade only it would be mere in¬ 
tellectual play. It is unlikely that the economists of such a world, if 
economic science could have emerged at all in it, would have given 
any thought to the problems of indirect exchange, money, and all 
the rest. In our actual world, however, it is an essential part of cco- 
nomic theory. 

The fact that praxeology, in fixing its eye on the comprehension 
of reality, concentrates upon the investigation of those problems 
which arc useful for this purpose, docs not alter the aprioristic char¬ 
acter of its reasoning. But it marks the way in which economics, up 
to now the only elaborated part of praxeology, presents the results 
of its endeavors. 

Economics docs not follow the procedure of logic and mathematics. 
It docs not present an integrated system of pure aprioristic ratiocina¬ 
tion severed from any reference to reality. In introducing assump¬ 
tions into its reasoning, it satisfies itself that the treatment of the 
assumptions concerned can render useful services for the compre¬ 
hension of reality. It docs not strictly separate in its treatises and mono¬ 
graphs pure science from the application of its theorems to the solu¬ 
tion of concrete historical and political problems. It adopts for the 
organized presentation of its results a form in which aprioristic theory 
and the interpretation of historical phenomena arc intertwined. 

It is obvious that this mode of procedure is enjoined upon eco¬ 
nomics by the very nature and essence of its subject matter. It has 
given proof of its expediency. However, one must not overlook the 
fact that the manipulation of this singular and logically somewhat 
strange procedure requires caution and subtlety, and that uncritical 
and superficial minds have again and again been led astray by care¬ 
less confusion of the two epistemologically different methods im¬ 
plied. 

There arc no such things as a historical method of economics or 
a discipline of institutional economics. There is economics and there 
is economic history. The two must never be confused. All theorems 
of economics are necessarily valid in every instance in which all the 
assumptions presupposed are given. Of course, they have no practical 
significance in situations where these conditions arc not established. 
1 he theorems referring to indirect exchange arc not applicable to 



Epistemological Problems of Homan Action 67 

conditions where there is no indirect exchange. But this does not im- 

'■KEEK- .*—* d. 

and powerful pressure groups to disparage cconoi 

the economists. Princes and l lcn,ocn Il cn, J1 o r „ | arc l« 

power. They must reluctantly admit that they a«sube« to ^ 

laws of nature. But they reject the very " 0,1 °" ° hc owcr to crush 
they not the supreme legislators? Don 11 > P limits 

every opponent? No war lord is prone to *) n ™*?£ KC ; SQreile 
other than those imposed on him b\ a sll P^ ,c * D ] aC cncv bv expound- 
scribblers arc always ready to S ^ n \ hcir „ ar blcd presumptions 

ing the appropriate doctrines. Thc\ • - . ^ record of 

“historical economics” In fact cconon^ on with a 

government policies that failed because the> *cre des, p 

bold disregard for the laws of of cconomic thought if 

It is impossible to understand t|yU economics as such is a 

one does not pay attention to the • ^ cconom ist can never 

challenge to the conceit of those n I ■ . .i. cm \ yc is always 

be a favorite of autocrats and demagogu - conv inccd that 

the mischief-maker, and the more t tc • ‘ ^ ijn 

his objections are well founded, the more ‘ xpc dicnt to establish 

In the face of all this frenzied economic 

the fact that the starting point « ■ f against any criticisms 

reasoning, the category of human “ ' / a ,’, r cm pirical considerations 

and objections. No appeal to am ^ ro p lls i,ion that men pur- 

whatever can discover any » ai1 . <)Ul irrationality, the 

pose fully aim at certain chosencm s. . ° • spontaneity of the 

unfathomable depths of the hum ™ \ lu \ tro pisms, can invali- 
phenomena of life, automatisms, re - fcnson f or the rcali/a- 
datc the statement that man ma ces use foundation ol the 

tion of wishes and desires. F ro,n ^ ^ economics proceed step 

category of human action praxco og\ cc i S elv defining assump- 

by step by means of discursive rcasonii y- ^ ^ concepts and draw 
tions and conditions, they constiuet a ral * IO cination. With 

all the inferences implied by log>ca > 1 • ^ at titudcs are possible: 

regard to the results thus obtainc oi c | win G f the deductions 

cither one can unmask logical errors acknowledge their cor- 

which produced these results, or one must 

rcctncss and validity. rc .,litv are not logical. Life and 

It is vain to Object that life and realm ^ 

>4. a. F. H. Knight, The E,hU, ol ' 

York, 1935), p. 139- 
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reality are neither logical nor illogical; they are simply given. But 
logic is the only tool available to man for the comprehension of both. 
It is vain to object that life and history are inscrutable and ineffable 
and that human reason can never penetrate to their inner core. The 
critics contradict themselves in uttering words about the ineffable and 
expounding theories—of course, spurious theories—about the unfath¬ 
omable. There are many things beyond the reach of the human mind. 
But as far as man is able to attain any knowledge, however limited, he 
can use only one avenue of approach, that opened by reason. 

No less illusory arc the endeavors to play off understanding against 
the theorems of economics. The domain of historical understanding 
is exclusively the elucidation of those problems which cannot be 
entirely elucidated by the nonhistorical sciences. Understanding must 
never contradict the theories developed by the nonhistorical sciences. 
Understanding can never do anything but, on the one hand, establish 
the fact that people were motivated by certain ideas, aimed at cer¬ 
tain ends, and applied certain means for the attainment of these ends, 
and, on the other hand, assign to the various historical factors their 
relevance so far as this cannot be achieved by the nonhistorical sci¬ 
ences. I nderstanding docs not entitle the modern historian to assert 
that exorcism ever was an appropriate means to cure sick cows. 
Neither docs it permit him to maintain that an economic law was 
not valid in ancient Rome or in the empire of the Incas. 

Man is not infallible. He searches for truth—that is, for the most 
adequate comprehension of reality as far as the structure of his mind 
and reason makes it accessible to him. Man can never become omnis¬ 
cient He can never be absolutely certain that his inquiries were not 
misled and that what he considers as certain truth is not error. All 
r lat man can do is submit all his theories again and again to the most 
enta-;! reexamination. This means for the economist to trace back 
c tciorv of\ unquestionable and certain ultimate basis, the 

iTa'ss M .n Lnc mn ',’ a 7 ,0n - ""I t0 tCSt b >' thc careful scrutiny 
l a " , '" fcrcnccs leadi "S fro "' this basis to the theorem 
under exam.nat.on. It cannot be contended that this procedure is 

B “ * ’’ , "” lo ' ,h " dl >-CM™ 

romTr e ?° RV ~ and COnSCqUCnt,v economics too-is a deductive sys- 

frmi, the thC P ° int ° f tieth'ctions. 

sound that is not solidly fastened “"J* c °. nsidcrcd 

c . u r wn mis Foundation bv an irrefuta- 
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a special segment of economics if one docs not encase it in a complete 
system of action. 

The empirical sciences start from singular events and proceed from 
the unique and individual to the more universal. 1 heir treatment is 
subject to specialization. They can deal with segments without pay - 
ing attention to the whole field. The economist must never be a 
specialist. In dealing with any problem he must always h\ Ins glance 


upon the whole system. 

Historians often sin in this respect. They are ready 
theorems ad hoc. They sometimes fail to recognize that ,t .sm w 
to abstract any causal relations from the study of complex phcnoinc 
Their pretension to investigate reality without any reference to xt hat 
they disparage as preconceived ideas is vain. In fact they u ■« ng 1 
apply popular doctrines long since unmasked as fallacious and conn a 

dictory. 


11. The Limitations on Praxcological Concepts 

The praxcological categories and concepts are devisedI for- the^com¬ 
prehension of human action. They become sdf-eontrncl.c rx ami 
nonsensical if one tries .0 apply them in dealing with co. dm 1 
ferent from those of human life. The naive anrt.ro - I '* 
primitive religions is unpalatable to the p h,, °soph,e n. ^ 

the endeavors of philosophers to define neat y f ( , 

absolute being, free front all the limitations and fra I < £ * ” 
existence, by the use of praxcological concepts, are no less quest, 

^Scholastic philosophers and theologians and 

Deists of the £ge of Reason conceived an absolute and JJ 

unchangeable, omnipotent and »min ^ f()| . thc Attainment of 

acting, aiming at ends and c,„|i «>> b , discontented being, 
these ends. But action can only be «^ VC r to remove 
and repeated action only to a being • j being is dis- 

his uneasiness once and for all at one * l ® k ^ recontcl ? tc d, he would 
contented and therefore not almighty 111,, ^ , sinc e radically 
not act, and if he were almighty, he ' J, . thc re is no pressure- 
removed his discontent. For an all-pox \ js not un dcr thc 

to choose between various states of would mean 

necessity of acquiescing m the lesser satisfaction w ith- 

the power to achieve everything an I ^ incompatib i c with 

out being restrained by any hmitati - categories of 

the very concept of action. For an almighty being b 
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ends and means do not exist. He is above all human comprehension, 
concepts, and understanding. For the almighty being every “means 
renders unlimited sendees, he can apply every “means” for the at¬ 
tainment of any ends, he can achieve every end without the employ¬ 
ment of any means. It is beyond the faculties of the human mind 
to think the concept of almightincss consistently to its ultimate logical 
consequences. The paradoxes arc insoluble. Has the almighty being 
the power to achieve something which is immune to his later inter¬ 
ference? If he has this power, then there arc limits to his might and 
he is no longer almighty; if he lacks this power, he is by virtue of this 
fact alone not almighty. 

Arc omnipotence and omniscience compatible? Omniscience pre¬ 
supposes that all future happenings are already unalterably deter¬ 
mined. If there is omniscience, omnipotence is inconceivable. Impo¬ 
tence to change anything in the predetermined course of events would 
restrict the power of any agent. 

Action is a display of potency and control that arc limited. It is 
a manifestation of man who is restrained by the circumscribed powers 
of his mind, the physiological nature of his body, the vicissitudes of 
his environment, and the scarcity of the external factors on which his 
welfare depends. It is vain to refer to the imperfections and weak¬ 
nesses of human life if one aims at depicting something absolutely 
perfect. '1 he very idea of absolute perfection is in every way sclf- 
contradictory. 1 he state of absolute perfection must be conceived 
as complete, final, and not exposed to any change. Change could 
only impair its perfection and transform it into a less perfect state; the 
mere oossibility that a change can occur incompatible with the 
concept of absolute perfection. But the absence of change—i.e., per¬ 
fect immutability, rigidity and immobility—is tantamount to the ab¬ 
sence of life. Life and perfec tion arc incompatible, but so arc death 
and perfection. 

The living is not perfect because it is liable to change; the dead is 
not perfect because it docs not live. 


1 he language of living and acting men can form comparatives and 
superlam es in comparing degrees. But absoluteness is not a degree; 
it is a limiting notion. 1 he absolute is indeterminable, unthinkable and 
ineffable. It is a chimerical conception. There are no such things as 
perfect happiness perfect men. eternal bliss. F.verv attempt to describe 
the conditions of a land of Cockaigne, or the life of the Angels, re¬ 
sults in paradoxes. Where there are conditions, there arc limitations 
and not perfection; there are endeavors to. conquer obstacles, there 
are frustration and discontent. 
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After the philosophers had abandoned the search for the absolute, 
the Utopians took it up. They weave dreams about the perfect state. 
They do not realize that the state, the soc.al apparatus of compulsion 
and coercion, is an institution to cope with human imperfect ™ ™ 
that its essential function is to inflict punishment upon mi n e . 
order to protect majorities against the detrimental consejences of 
certain actions. With "perfect” men there would not be am needTor 

compulsion and coercion. But Utopians do not pay heed to hmmn 
nature and the inalterable conditions of human life. G°d'wn thou ' 
that man might become immortal after the abolition of pm ate 
property. 25 Charles Fourier babbled about the oceancoma nn g 
lemonade instead of salt water- Marx’s economic systcbhthcl> 

ignored the fact of the scarcity of n ' a ^ r ' a aC , t ° rS * human 

Trotsky revealed that in the proletarian paradise the . b 

type will rise to the heights of an Aristotle, a Goethe, or a Marx. And 

above this ridge new peaks will rise. - seenritv. 

Nowadays the most popular chimeras arc stabilization and 

We will test these catchwords later. 

i 5 . William Godwin, An Enquiry Co " c ‘ r "‘"* »V- 4 °T 

ence on General Virtue and Happiness (Dubl . .) • ' completes, $d 

26. Charles Fourier, Tbeorie dcs qua,re movements <CXu%rt I 

cd. Paris, 1846), 1 ,4J. . io „ fran s. by R. Strunsky (London. 

27. Leon Trotsky, Literature and Revolution , tran > 

1925), p. 256. 



III. ECONOMICS AND THE REVOLT AGAINST REASON 


'• The Revolt Against Reason 

T 1 ' s true t * lat some philosophers w ere ready to overrate the power 
A of human reason. They believed that man can discover by ratio¬ 
cination the final causes of cosmic events, the inherent ends the prime 
mover aims at m creating the universe and determining the course of 
its evolution They expatiated on the "Absolute” as if it were their 
pocket watch. I hey did not shrink from announcing eternal abso¬ 
lute values and from establishing moral codes uncondirionallv binding 
on nil men. • b 

Then there was the long line of utopian authors. Thev drafted 

rule Thev r fancd ar r y which P ,,rc re;,S( "' should 

rule. I hex failed to realize that what thex called absolute reason 

thc°vh>*d ***’^'i’'irVfr\*^.1 nftc-n'ilvV>c-li"tcel n'to!cran^:e" 

*•' h - ■» »'»• 

rrauur y !’ k 'l ”" d h j s " ™"g> ■» • 

that Gcist, the Absolute reve lled itself ,1 undcr thc dc,usi O" 

nothing in the universe thatwas hilti '” S " ‘ >rds - Thcrc "as 

.4-f » - .« .niJg." ,CSrf " «** • Pi>.v — 

Nvn > s - Hie riftht-winir Heuelian* inr *, . ,ntcr P r cted m various 

of thc Prussian system of ^utocrati/^^' “ S an cndorscn,ent 
mas of the Prussian Church. The left win^M^T a " d ° f thc do &“ 
atheism, intransigent revolutionary m hi. r Ic g c,, «ms read out of it 
trines. ‘ - adicalism, and anarchistic doc- 

T here was Auguste Comte He L 

in store for mankind. And of e f 1 *'" 1 .'' " har the future had 

supreme legislator. For cxamulc he 1 c ” ns,dcrcd himself as thc 

" sc .lc , ' s and " anted to prohibit them r f? ardccl astronomical studies as 
religion for Christiania, and Lee Z V , *1 ^«»’"titute a next 

"as destined to replace the Virgin ''r ' " H ° rhis nc " church 

g,n ’ Comtc «" '-e exculpated, as he 
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was insane in the full sense which pathology attaches to this term. But 

what about his followers? 

Many more facts of this kind could be mentioned. But the\ are 
no argument against reason, rationalism, and rationality. These dreams 
have nothing at all to do with the question of whether or not reason 
is the right and only instrument available for man in his endeavors to 
attain as much knowledge as is accessible to him T he honest an 
conscientious truth-seekers have never pretended that reason and 
scientific research can answer all questions. They were ful '>' a a ' 
of the limitations imposed upon the human mind They cannot be 
taxed with responsibility for the crudities of the ph.losophs of 
Haeckel and the simplisni of the various materialist schools 

The rationalist philosophers themselves were always JJL, 

showing the boundaries both of apriorisuc theory and of empirical 
research.- The first representative of British political economy . Dav id 
Hume, the Utilitarians, and the American Pragn.at sts are cer a u 

not guilty of having exaggerated the power of ^ntoattam truth. It 

would be more justifiable to blame the P U < >S, P. •. . / 

hundred years for too much agnosticism and skepticism than for os er 

age, was not caused b> akuT atm ^ ^ ^ f() faihircs in 

tion on the part of the philosophers mazinK achievements 

the evolution of modern natural sc • nobodv can 

of technology and therapeutics speak a langu *y f • , 

ignore. It is hopeless to o/view. 

angle of intuitionism and im sticisi . -mother target. It did 

The -volt against reason was Sk against 

not aim at the natural sciences ncccS sary outcome of the 

the natural sciences was only * c "SJJ” > ”. dethrone reason in 

"'The great upheaval was born °" entirely 

in the middle of the nineteenth century. ut „ D ians. I'he dc- 

demolishcd the fantastic dc'usmns c " en ccd them from comprehending 
ficiencies of the classical systen | thcy knew enough 

why every <* » 

to demonstrate the futility of al - - I socialists were abso- 

time. The communist ideas *crc done 

u iiuirr Us Unionism** du rationalnme (Fans, 
i. Cf., for instance. I-ouis Kougicr, U 

1920). 
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lutcly unable to raise any objection to the devastating criticism of 
their schemes and to advance any argument in their favor. It seemed 
as if socialism was dead forever. 

Only one way could lead the socialists out of this impasse. They 
could attack logic and reason and substitute mystical intuition for 
ratiocination. It was the historical role of Karl Marx to propose this 
solution. Based on Hegel’s dialectic mysticism he blithely arrogated 
to himself the ability to predict the future. Hegel pretended to know 
that Gcist, in creating the universe, wanted to bring about the Prus¬ 
sian monarchy of Frederick William III. But Marx was better in¬ 
formed about Geist’s plans. He knew that the final cause of historical 
evolution was the establishment of the socialist millennium. Socialism 


is bound to come “with the inexorability of a law of nature.” And as, 
according to Hegel, every later stage of history is a higher and better 
stage, there cannot be any doubt that socialism, the final and ultimate 
stage of mankind’s evolution, will be perfect from any point of view. 
It is consequently useless to discuss the details of the operation of a 
socialist commonwealth. History, in due time, will arrange everything 
for the best. It does not need the advice of mortal men. 

1 here was still the main obstacle to overcome: the devastating 
criticism of the economists. Marx had a solution at hand. Human rea¬ 
son, he asserted, is constitutionally unfitted to find truth. The logical 
structure of mind is different with various social classes. There is no 


such thing as a universally valid logic. What mind produces can 
never be anything but “ideology; 4 that is in the Marxian terminology, 
a set of ideas disguising the selfish interests of the thinker’s own social 
class. Hence, the “bourgeois” mind of the economists is utterly inca¬ 
pable of producing more than an apology for capitalism. The teach¬ 
ings of bourgeois' science, an offshoot of “bourgeois” logic, are of 
no avail for the proletarians, the rising class destined to abolish all 
classes and to convert the earth into a Garden of Fdcn 

But, of course, the logic of the proletarians is not merely a class 

io v of >C 3S pr ° lc,arian lo S ic 3rc «* partv ideas, but cmana- 
l , ^' C | PUrC 7 S,m P' e ” = More °'*r. Wvirtue of a special 
dnaf of | S ' C ° f | CCrta,nclCCt bour S«»B « not tainted with the 
2 1 " !’ C,n f b ” ur S™ s - Marx, the son of a well-to-do 

rat'^dcr k »I! T g '”7 ° f a Pri,ssia " J'-nker. and his collabo- 

vc thc ,a " notwithstanding their 
dM^proi^M 
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bourgeois background, were endowed with the power to discover 

abS kftVe r «sk of history to describe the historical conditions which 

made such a crude doctrine popular. Econonucs has,ajiot wr^as^. 

It must analyze both Marxian polylogism am filhdes and 

polylogism formed after its pattern, and expose then fallac.es 

contradictions. 

2 The Logical Aspect of Polylogism 
Marxian polylogism asserts that 

different with the members of \anoi . ^ k ascril)cs to each 

differs from Marxian polylogism only ■" * ' n , aintains that all 
race a peculiar logical strum.e of nd« affiliation may 
members of a definite race, no matter \\\' 

be, are endowed with this pccul'ar ogic- . ((f thc conC cpts social 

There is no need to enter here in 1 no( ncccssarv to ask 

class and race as applied by these tot . ' . () Sl , cccc ds in joining 

thc Marxians when and *»°". “ / pro l c ,arian mind into a bour- 

the ranks of the bourgeoisie changes his pr^ ^ „ „, t kiml 

gcois mind. It is superfluous t •• rneial stock. 1 here 

of logic is peculiar to people who are not of pure 

arc much more serious objections to >-^ ^ supporters of any 

Neither thc Marxians n»r thc ■ f t|wn r „ declare that the 

other brand of polylog.sw e'er ^ varioUS classes, races, or 

logical structure of mind is difu nrcciselv in "hat thc 

nations. They never ventured to icn ' <> ' ' ic ( J f thc bourgeois, or in 
logic of thc proletarians differs,he logic of the non-Aryans, 
what thc logic of the Aryans , ■ (|f t| ,j French or the British, 

or thc logic of thc Germans fron U ^ thc((rv „ f comparative cost 
In thc eyes of thc Marxians thc • . * p| K German racists 

is spurious because Ricardo was n >0 - was a j CNV , and thc Gcr- 

condemn thc same theory bcca^J^^ ^.^ Somc German pro- 
man nationalists because he "• o thcr against the validity 

fessors advanced all these three argon ^ ^ ^ wu ,, h to reject a theory 
of Ricardo’s teachings. How c\ c , author. What is wanted 

wholesale by unmasking the from that applied by the 

is first to expound a system of »g sarv t „ examine the con- 

criticized author. Then it won > w vvhcrc in i ts reasoning in- 

tested theory point by ‘ corrcct from the point of view of 

fcrcnccs are made which— altnouu 
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its authors logic—are invalid from the point of view of the prole¬ 
tarian, Aryan, or German logic. And finally, it should be explained 
what kind of conclusions the replacement of the author’s vicious in¬ 
ferences by the correct inferences of the critic’s own logic must lead 
to. As everybody knows, this never has been and never can be at¬ 
tempted by anybody. 

Then there is the fact that there is disagreement concerning es¬ 
sential problems among people belonging to the same class, race, or 
nation. Unfortunately there are, say the Nazis, Germans who do not 
think in a correct German way. But if a German docs not always 
necessarily think as he should, but may think in the manner of a man 
equipped with a non-German logic, who is to decide which German’s 
ideas arc truly German and which un-German? Says the late Pro¬ 
fessor Franz Oppcnhcimcr: “The individual errs often in looking 
after his interests; a class never errs in the long run.” 3 This would 
suggest the infallibility of a majority vote. However, the Nazis 
rejected decision bv majority vote as manifestly un-German. The 
Marxians pay lip sen-ice to the democratic principle of majority vote. 4 
But whenever it comes to a test they favor minority rule, provided 
it is the rule of their own party. Let us remember how Lenin dis¬ 
persed by force the Constituent Assembly elected, under the auspices 
of his own government, by universal franchise for men and women, 
because only about one-fifth of its members were Bolshevik. 

A consistent supporter of polylogism would have to maintain that 
ideas arc correct because their author is a member of the right class, 
nation, or race. But consistency is not one of their virtues. Thus the 
Marxians arc prepared to assign the epithet “proletarian thinker’’ to 
everybody whose doctrines they approve. All the others thev dis- 
par.,gc ether as foes of their class or as social traitors. Hitler was 
even frank enough to admit that the only method available for him 
to sift the true Germans from the mongrels and the aliens was to 
enunciate a genuinely German program and to sec who M ere ready 
o support ,t. A dark-haired man whose bodily features bv no means 
nted the prototype of the fair-haired Aryan master race arrogated 

Genrnn mind and f d,S ^ vcr | n g thc <>"'>' define adequate to the 
iicinun mind and of expelling from the rinks of rim .. , 

" h " « - --ActSne wSSSSSE 

i et ,,cna -- "• »*■ 

Vp,cna,cr C 4 0 % C j"' i p'.': i " N '" rcmbcr P- Squcmhcr 19?) 



Economics and the Revolt Against Reason 77 

might be. No further proof is needed of the insincerity of the -hole 


doctrine. 


3. The Praxeological Aspect of Polylogism 

• I 


An ideology in the Marxian sense of thistern, s »docmne . 

although erroneous front the point of vie" ° t ^ ^° r e ^ vh f cll 
of the proletarians, is beneficial to the teh jntcre o. J* £ 
has developed it. An ideology .s object. els ' - ° ^ 
the interests of the thinkers class prec.sel on ac c <mnt «... ^ ^ 
ness. Many Marxians believe that the> P^ ^ , cd onl> . 

stressing the point that people ° no J success- 

its own sake. The aim of the scientist is to pase the-a> ^ ^ 

ful action. Theories arc always c ' c "P 1 antl the disinter- 

application. There arc no such things as pure 

ested search for truth. cvcrv effort to attain 

For the sake of argument \ye ">“> ad '" utilization for 

truth is motivated by co J*J d JJ ' this j ocs „,.t answer the question 
the attainment of some end. B J th should render better serv- 
why an ideological 1 thc practical application of a 

ice than a correct one. 1 he f. - , basis of this theory 

theory results in the outcome prcdKKdM t ^ , f js p#r;1 . 

is universally considered a confirm.* view more 

doxical to assert that a vicious theory «s from an> p 

useful than a correct one. weapons thev dcvel- 

Men use firearms. In order to '"' l ’", ursc _ precisely because they 
oped the science of ballistics, u . .' cor rcct ballistics. A 

were eager to hunt game and ,0 k.l "hal'e been of any use. 
merely "ideological ballistics ss°t la|>or for knowledge alone 

For the Marxians the view that sue ■ ^ st . icnt i Nts . Thus they 

is nothing but an "arrogant P”“ n £ eorv „ f electromagnetic waves 
declare that Maxwell was led t - . " It is of no relevance 

by the craving of business or n „t. 1 he question 

for the problem of idcolog) "he . r y industrialism con- 

hwhe,L,he,« e ged f»..h« «^' l '“^Ls ««on= and ,* 

sidered telegraphy without " (( , l f ormulate a correct theory 

elixir of youth" ’ impelled 1 selfish class interests of the 

or an ideological superstructure ctcriH , ogic al research was in- 

bourgeoisie. 1 here is no dot, • (Ncw York. PP- 7*‘- 

6. Cf. Lancelot Hogben. Science f 
7 * 8 . 

7. Ibid., p. 7 16. 
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sweated not only by the desire to fight contagious diseases, but also 
by the desire of the producers of wine and of cheese to improve 
their methods of production. But the result obtained was certainly 
not “ideological” in the Marxian sense. 

What induced Marx to invent his ideology-doctrine was the wish 
to sap the prestige of economics. He was fully aware of his impotence 
to refute the objections raised by the economists to the practicability 
of the socialist schemes. In fact he was so fascinated by the theoretical 
system of British classical economics that he firmly believed in its 
impregnability. He cither never learned about the doubts that the 
classical theory of value raised in the minds of judicious scholars, or, 
if he ever heard of them, he did not comprehend their weight. His 
own economic ideas arc hardly more than a garbled version of 
Ricardianism. When Jcvons and Mcngcr inaugurated a new era of 
economic thought, his career as an author of economic writings had 
already come to an end; the first volume of Das Kapital had already 
been published several years previously. Marx’s only reaction to the 
marginal theory of value was that he postponed the publication of the 
later volumes of his main treatise. They were made accessible to the 

0 

public only after his death. 

In developing the ideology-doctrine Marx exclusively aims at eco¬ 
nomics and the social philosophy of Utilitarianism. His only inten¬ 
tion was to destroy the reputation of economic teachings which he 
was unable to refute by means of logic and ratiocination. He gave to 
his doctrine the form of a universal law valid for the whole historical 
age of social classes because a statement which is applicable only to 
one individual historical event could not be considered as a law. For 


the same reasons he did not restrict its validity to economic thought 
only, but included every branch of knowledge. 

The service which bourgeois economics rendered to the bour¬ 
geoisie was in Marx’s eyes twofold. It aided them first in their fight 
against feudalism and royal despotism and then later again in their 
fight against the rising proletarian class. It provided a rational and 
moral justification for capitalist exploitation. It was, if we want to use 
a notion developed after Marx’s death, a rationalization of the claims 
of the capitalists.' I he capitalists, in their subconsciousness ashamed 
of the mean greed motivating their own conduct and anxious to 
avo.d social disapproval, encouraged their sycophants, the economists, 


it is to be a reasonable creature since ir ' k V- ? convenient a t 

every ihing one has a mind ~ ft* 
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to proclaim doctrines which could rehabilitate them in public 

° P Now; recourse to the notion of rationalization F^id^ 8 psycho¬ 
logical description of the incentives wh.ch ,mpe "ed a man c . P 
of men to formulate a theorem or a whole theory. Bu it doemot pre^ 

icate anything about the validity or in\ a i its b l'e the 

vanced If it is proved that the theory concerned is untenable t 
notion of rationalization is a psychological in«crpr^ l; on othe 
causes which made their authors liable to error. But " c rc n , 
position to find any fault in the theory 

concept of rationalization “ n P;^ i ; > C ^ hconsciol ,sncs; no design 
true that the economists had in tnci rminlists, their 

other than that of justifying the unfair c n J nK ans to ex- 

theories could nevertheless be quite corr . reasoning and 

to substitute a better theory for it. S wc arc not in- 

Pythagoras or with the theory of comp • Pythacoras and 

in the psychological f.c.oc be 

important for the historian and the can stan d the to* 

relevant question , s whethcr or n • background of their 

of rational examination, me socia 

authors is beside the point. interests trv to 

It is a fact that people in the pursuit of 'm, c opinion, 

use doctrines more or less umverea > £ P • J octlilK .s which 
Moreover, they arc eager to invent and p P ^ i|Ucrcsts . But this 
they could possibly use for furthering interests of a 

doi no, explain why »ch doc.nncs. favor,ng „ 

minority and contrary to the interests o “ideological ’ 

endorsed by public 0 P in ‘°^ f ^"Consciousness,” forcing a man 
doctrines are the product of a tali interests of Ins class, 

to think unwittingly in a manner that * . cfu , distortion of truth, 
or whether they arc the product of . \ j an d try to sup- 

they must encounter the ideologies o ° K ■ • ideologies emerges. 
P>.™ .h™. Then a rivalry SS. « » 

The Marxians explain victory and dc . GcisU the mythical 

come of the interference of historical P r< > ' , )n Hc | ciK |' s man- 

prime mover, operates according to a c I ^ <>f soc i ; ,|i s ,„. 

kind through various preliminary < f tcchno | ogv; all its other 

Every stage is the product of a ccrt “ . ■ al superstructure of tins 

characteristics are the necessary id g 'I about in duc time 
technological state. Gcist causes ma b 
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die technological ideas adequate to the stage in which he lives, and to 
realize them. All the rest is an outgrowth of the state of technology. 
The hand-mill made feudal society; the steam-mill made capitalism. 
Human will and reason play only an ancillary role in these changes. 
The inexorable law of historical development forces men—independ¬ 
ently of their wills—to think and to behave according to the patterns 
corresponding to the material basis of their age. Men fool themselves 
in believing that they are free to choose between various ideas and 
between what they call truth and error. They themselves do not 
think; it is historical providence that manifests itself in their thoughts. 

This is a purely mystical doctrine. The only proof given in its sup¬ 
port is the recourse to Hegelian dialectics. Capitalist private property 
is the first negation of individual private property. It begets, with the 
inexorability of a law of nature, its own negation, namely common 
ownership of the means of production."* However, a mystical doc¬ 
trine based on intuition docs not lose its mysticism by referring to 

another no less mystical doctrine. This makeshift by no means an- 

• • 

swers the question w hy a thinker must necessarily develop an ideology 
in accordance with the interests of his class. For the sake of argument 
we may admit that man's thoughts must result in doctrines beneficial 
to his interests. But are a man's interests necessarily identical with those 
ot his w hole class? Marx himself had to admit that the organization 
ot the proletarians into a class, and consequently into a political 
party, is continually being upset again by the competition between 
the workers themselves." It is an undeniable fact that there prevails 
an irreconcilable conflict ot interests betw een those workers who are 


employed at union wage rates and those w ho remain unemployed 
because the enforcement of union rates prevents the demand for and 
the supply of labor from finding the appropriate price for meeting. 
It is no less true that the interests of the workers of the comparatively 
overpopulated countries and those of the comparatively underpopu¬ 
lated countries arc antagonistic with regard to migration barriers. 

lie statement that the interests of all proletarians uniformly require 
the substitution of socialism for capitalism is an arbitrary postulate 
ot Marx and the other socialists. It cannot be proved by tiic mere as- 
scr mn that the soc.ahst idea is the emanation of proletarian thought 
a d therefore certa.nlv beneficial to the interests of the proletariat ns 


9 - "Le moulin a bras vous donnera la socicrc ivrr i. , .. 

indus<ricl " <■'<- «X 
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A popular interpretation of the vicissitudes of British foreign trade 
policies; based on the ideas of Sismondi. Frederick List, Marx, am 
the German Historical School, runs this way: In the second par 
of the eighteenth century and in the greater part of the nineteenth 
century the class interests of the British bourgeoisie required a free 
trade policy. Therefore British political economy clabo ‘ 

trade doctrine, and the British manufacturers organized a popular 
movement which finally succeeded in abolishing protc 
Then later conditions changed. The British bourgems.e could n . 
longer stand the competition of foreign manufacturing and badl 
needed protective tariffs. Consequently the economist substituted 
a theory of protection for the antiquated free trade ideology. and 

Great Britain returned to protectionism. 

The first error in this interpretation is that it co s. fen. the bou._ 
geoisie" as a homogeneous class composed o men _ . f , 

ests are identical. A businessman is always under th■ 
justing the conduct of his busmen Wtcinstiu^ ^ ^ 

his country. In the long run he is. in 1 ‘ absence of 

capitalist, neither favored nor injured >\ * ^Commodities which 

tariffs. He will turn to the production of th ^ C ra X D r ( ,duce. What 
under the given state of affairs he can most pro • P . t j lc 

may hurt or further his short-run 

institutional setting. But such cha y • in rhc same wav and 

branches of business^,ul branch or enterprise 

ro the same extent. A measure that clltt . rpr jscs. What counts 

may be detrimental to other branches or cntci, ■ ^ w 

for a businessman is only a limiter l ’"'" ( branches and firms 

with regard to these items the interests of ' arums 

arc mostly antagonistic. , f rr;U i c ideas 

It is not true that in the years of the 
the interests of all branches of British ,1U,UI * n m C nt of protcc- 

ous and could be uniformly favored \ t « »\ vcrc then tcchnolog- 
tionism. Nor did the fact that the Br.t.s i p foreign 

icaHy th n ^for'thcni Todas tlic'Anicrican plants enjoy 

competition innocuous tor them. * > Ame rican manu- 

a similar superiority. Ncv erthdess a grea pa » ^ ^ 

factoring believes that they badly need protect. y 

ward industries of other countries. hv all kinds 

The interests of every branch or firm can be favored 

of privileges granted to it by '^^^branchcs and firms, every 
granted to the same extent to the conS umcr, but also in 

businessnian loses—not only in his capacity 
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his capacity as buyer of raw materials, half-finished products, ma¬ 
chines and other equipment—on the one hand as much as he profits 
on the other. Selfish group interests may impel a man to ask tor 
protection for his own branch or firm. They can never motivate him 
to ask for universal protection for all branches or firms if he is not 
sure to be protected to a greater extent than the other industries or 


enterprises. . 

Neither were the British manufacturers from the point of view of 
their class concerns more interested in the abolition of the Corn Laws 
than other British citizens. The landowners were opposed to the repeal 
of these laws because a lowering of the prices for agricultural 
products reduced the rent of land. A special class interest of the 
manufacturers can only be construed on the basis of the long since 
discarded iron law of wages and the no less untenable doctrine that 
profits are an outcome of the exploitation of the workers. 

Within a world organized on the basis of the division of labor, 
every change must in one way or another effect the short-run inter¬ 
ests of many groups. It is therefore always easy to expose every 
doctrine supporting an alteration of existing conditions as an “ideo¬ 
logical” disguise of the selfish interests of a special group of people. 
I he main occupation of many present-day authors is such unmask¬ 
ing. Marx did not invent this procedure. It w as known long before 
him. Its most curious manifestation was the attempts of some eight¬ 
eenth-century writers to explain religious creeds as a fraudulent de¬ 
ception on the part of the priests eager to gain power and wealth both 
for themselves and for their allies, the exploiters. The Marxians en¬ 
dorsed this statement in labeling religion “opium for the masses.” 13 
It never occurred to the supporters of such teachings that where 
there arc selfish interests pro there must necessarily be selfish inter¬ 


ests contra too. It is by no means a satisfactory explanation of any 
event that it favored a special class. The question to be answered is 
why the rest of the population whose interests it injured did not 
succeed in frustrating the endeavors of those favored by it. 

r.vcry firm and every branch of business is in the short run inter- 
ested m increased sales of its products. In the lone run. however, 
here prevails a tendency toward an equalization of returns in the 
anous branches of production. If demand for the products of a 
branch increases and raises profits, more capital flows into it and 

to , ,his ^ viz -, ,hat 

bccn meaning of Marx ,o'„. But , «« nor imnll , P ' 0, ’ lc * 

—in 1845—Marx coined this phrase Cf R P r" P l ..' n , " C P. 3SS3 S C > n wh,ch 
^ °rk, 1946), pp. 67-49. P K * Casc . v * Religion tn Russia (New 
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the competition of the new enterprises cuts down the profits. Profits 
are by no means higher in the sale of socially detrimental article 
than in the sale of socially beneficial articles If a certain branch of 
business is outlawed and those engaged in it risk prosecution pcnalnc^ 
and imprisonment, gross profits must be high enough to compensate 

for the risks involved. But this does not interfere with the height of 
n ~i the owners of the already operating 

ticular class interest in the maintenance of rcc t<> F rrunes bl ’ lt 
arc opposed to confiscation and expropriation o ■ n cw- 

their vested interests are rather in favor o 

comers from challenging their position. Phosc c those rich 

prise and free competition do not defend the mterest of 1 w 1 ch 
today. They want a free hand left to unknown me v I« « 11 be he 
entrepreneurs of tomorrow and whose '"S'™'') '.1 w .y left open 

of coming generations more agreeable. wy ^ oUcsmc n of 

to further economic improvements. 

progress. rra d c iclcas W as effected 

The nineteenth-century success rcsticc of these ideas 

by the theories of classical econo ^ ^rests' they hurt could 
was so great that those whow*I 1 ’ . jon and t| ,- r realization 

not hinder their endorsement l>\ | \ , t h| sr ory 

by legislative measures. It is ideas that make history. and 

that makes ideas. , Thcv 1>asc their as- 

It is useless to argue with mystics lbm j t them to rational 

sertions on intuition and arc not p r q«' ll , cir inner voice pro¬ 
examination. The Marxians pretend f at-I ™ not hcar this 

claims is history’s self-revelation- If, t is insolence that 
voice, it is only a proof that ,hc > a<Jitt thc inspired ones. IX- 

those groping in darkness dare an d keep silent, 

ccncy should impel them to creep - to ' although it is 

However, science cannot abstain from t hosc who dispute- 

obvious that it will never succeed hasi ; c ,|, a t thc appeal to 

the supremacy of reason. Science P „f several antagonistic- 

intuition cannot settle 'bequest „ c wrong . It is an undeniable fact 

doctrines is the right one and vhicl advai f ccd in our time. There 

that Marxism is not the only doc Thc Marxians assert that the 

are other ‘’ideologies besides Mar • ^ huft thc interests of the 

application of these other d ‘ ,c,r , incs sav precisely the same- 
many. But thc supporters of these doctrines > I J 

with regard to Marxism. doctrine vicious if their author’s 

Of course, thc Marxians consider a 
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background is not proletarian. But who is proletarian? Doctor Marx, 
the manufacturer and “exploiter" Engels, and Lenin, the scion of the 
Russian gentry, were certainly not of proletarian background. But 
Hitler and Mussolini were genuine proletarians and spent their youth 
in poverty. The conflict of the Bolsheviks and the Mensheviks or that 
between Stalin and Trotsky cannot be presented as class conflicts. 
Thcv were conflicts between various sects of fanatics who called 
one another traitors. 

The essence of Marxian philosophy is this: \Y e are right because 
we are the spokesmen of the rising proletarian class. Discursive rea¬ 
soning cannot invalidate our teachings, for they are inspired bv the 
supreme power that determines the destiny of mankind. Our adver¬ 
saries arc wrong because they lack the intuition that guides our 
minds. It is, of course, not their fault that on account of their class 
affiliation they arc not equipped w ith the genuine proletarian logic 
and arc blinded by ideologies. The unfathomable decrees of history 
that have elected us have doomed them. The future is ours. 


4. Racial Polvlogism 

Marxian polvlogism is an abortive makeshift to salvage the un¬ 
tenable doctrines of socialism. Its attempt to substitute intuition for 
ratiocination appeals to popular superstitions. But it is precisely this 
attitude that places Marxian polvlogism and its offshoot, the so- 
called "sociology of knowledge." in irreconcilable antagonism to 
science and reason. 

It is different with the polvlogism of the racists. This brand of 
polvlogism is in agreement with fashionable, although mistaken, tend¬ 
encies in present-day empiricism. It is an established fact that man¬ 
kind is divided into various races. The races differ in bodilv features. 
Materialist philosophers assert that thoughts are a secretion of the 
bram as bile is a secretion of the gall-bladder. It « ould be inconsistent 
lor them to reject beforehand the hypothesis that the thought-secre¬ 
tion of the various races may differ in essential qualities. The fact that 
anatomy has not succeeded up to now in discovering anatomical 
differences in the bram cells of various races cannot invalidate the 
d cnne that the log.ca structure of mind ,s different with different 

CXC udc that late, research „,av dis- 

so\ti such anatomical peculiarities 
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civilization of various races arc different from the '''estern civiliza¬ 
tion of the peoples of Caucasian stock, but they are not ^ ;£ "> 
race has its peculiar mentality. It is faulty to apply to the c , hzatu n 
of any of them yardsticks abstracted from - « * « 

other races Westerners call the civilization of China an arrestcu 
SiLSn and that of the inhabitants of New bar- 

barism. But the Chinese and the names of . ; u d<r- 

civilization no less than « c despise the.rs. Snch cstM Cs a , 

ments of value and hence arbitrary. Those ^ thefr nhnd as 

structure of mind. Their civilizations are cq ^ . of com . 

our civilization is adequate to our mind. * ppcnr such 

prehending that what we call bac . ■ better method 

to them. It is, from the point of view of the r Ujic a 
of coming to a satisfactory arrangement «ith given 
tions of life than is our progressivism. ^ G f 

These ethnologists arc right in ^P^'Z^-^tcss value 
a historian-and the ethnologist too ^ contcnding F th at these 

judgments. But thev arc utrerh in • . . r ivcs other than 

other races have been guided in their acmitics nlH | rhe 

those which have actuated the white race. ^ c ,, cr 

Africans no less than the peoples of 1 c as t h c fore- 

»<■ for sun-,™ od.ro rkl 

most weapon in these cndca\ ors. II . f ant | to raise the 

beasts of prey and of disease, to proven amines anO <>f 

productivity of labor. There can be no bites The proof 

these aims they have been less successful than the Wes,. 

is that they arc eager to P r ' ,ht f . r, ‘ , f\'l„nooK o, Africans, tormented 
1 hose ethnologists would he right, if * g European doctor 

by a painful disease, were to renmincc thcn j to believe 

because their mentality or then . Mnharim Gandhi 

that it is better to suffer than to be tchevedofpam , iw , 

disavowed his whole philosophy w hen he ente 

to be treated for appendicitis inRC nuitv to invent the 

The North American Indians lacked * inough to con- 

wheel. The inhabitants of the Alps were no ^ nmch more 

struct skis which would have rendered tun nt;l i* ltv different 

agreeable. Such shortcomings were not uc » ■^ whcc j s and skis, 
from those of the races which had long • t 0 f view of rhe 

they were failures, even when judged from 1 K I 

Indians and the Alpine mountaineers. m „rivcs determin- 

However, these considerations refer only to the 
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ing concrete actions, not to the only relevant problem of whether 
or not there exists between various races a difference in the logical 
structure of mind. It is precisely this that the racists assert.’ 3 

We may refer to what has been said in the preceding chapters about 
the fundamental issues of the logical structure of mind and the 
categorial principles of thought and action. Some additional observa¬ 
tions will suffice to give the finishing stroke to racial polylogism and 
to any other brand of polylogism. 

The categories of human thought and action arc neither arbitrary 
products of the human ntind nor conventions. They are not outside 
of the universe and of the course of cosmic events. They are biological 
facts and have a definite function in life and reality. They arc in¬ 
struments in man’s struggle for existence and in his endeavors to 
adjust himself as much as possible to the real state of the universe and 
to remove uneasiness as much as it is in his power to do so. They are 
therefore appropriate to the structure of the external world and reflect 
properties of the world and of reality. They work, and arc in this 
sense true and valid. 


It is consequently incorrect to assert that aprioristic insight and 
pure reasoning do not convey any information about reality and the 
structure of the universe. T he fundamental logical relations and the 
categories of thought and action arc the ultimate source of all human 
knowledge. I hey arc adequate to the structure of reality, they reveal 
this structure to the human mind and, in this sense, they arc for man 
basic ontological facts. 11 Wc do not know what a superhuman in¬ 
tellect may think and comprehend. For man every cognition is condi¬ 
tioned by the logical structure of his mind and implied in this struc¬ 
ture. It is precisely the satisfactory results of the empirical sciences 
and their practical application that evidence this truth. Within the 
orbit in which human action is able to attain ends aimed at there is no 
room left for agnosticism. 

If there had been races which had developed a different logical 

structure of nund they would have failed in the use of reason as an 

au m the struggle for existence. The only leans for survival that 

their insr' C P rotc « c -J.'them against extermination would have been 

l ose T: r c T'"r Sclcttio " "ould have eliminated 

those spec.mens of such races that tried to employ their reasoning 

urviJed f bChaVi0r : A, ° nc ,hosc individuals xx ould have 

ed that relied upon mst.ncts only. This means that only those 

M Cf. Morris R. Cohc.^ R^ PP- '<*>*• 

• 4 ' r ' f "~ L °* ie <N ~ Y °*- -«4>. pp. 4 > 44 ^Z !o ~ pj; 
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would have had a chance to survive that did not rise above the mental 

‘'Thfsch^'of the West have amassed an enormous amount of 

material concerning the high civilizations of China and ,nd “ £ 
primitive civilizations of the Asiatic, American. A««rahan ?nd Afn 
can aborigines. It is safe to say that all that ,s worth kmm mg*hom 
these races is known. But never has any supporter of pol> log. m nc 
to use these data for a description of the allegedly d.lTerent logic 
these peoples and civilizations. 

5 . Polylogism and Understanding 

Some supporters of the tenets of Marxism and ««»«" 
epistemological teachings of their parties in a peevi • - f - „ 

ready to admit that the logical structure o mind ■ in . 

races, nations, and classes. Marxism orwo . ^ to sa) . 

tended to deny this undeniable fact. W! • . • . c 

was that historical understanding, aesthetic C ««P . , t ,; is 

™>»V ■ "“"‘.‘TnSst ir ri,o Sgs or ,1,= 

“ no n«d ,0 

skk: r. - r srsssrj: 

mately determines judgment, of ^ „f behavior 

fundamental discrepancies in world . * | ilv or class aflilia- 

do not correspond to differences in race, 

t * on * .. v-ilue iiidcmcnts than 

There is hardly any greater divergent ^ |ifc ligluhcartcdly. 
that between the ascetics and those eag I ^ mms fron , thc rest 

An unbridgeable gulf separates dc\ou , j d to t | ic monkish 

of mankind. But there have been people JchcateU^ ^ ^ ^ 

ideals among all races, nations, classes, |cn>cn othcrs were beg- 

sons and daughters of kings and **' cir ardcnt followers were natives 
gars. St. Francis, Santa Clara, and bc tlcscr j| )C d as w eary of 

of Italy, whose other inhabitants c , so was lhc lascivi- 

temporal things. Puritanism was eml thc Han- 

ousness of thc British under thc I champion of asccti- 

overians. Thc nineteenth century s 

15. Cf. above, pp. 46-47. 
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cism was Count Leo Tolstoy, a wealthy member of the profligate Rus¬ 
sian aristocracy. Tolstoy saw the pith of the philosophy be attacked 
embodied in Beethoven’s Krcutzer Sonata, a masterpiece of the son 
of extremely poor parents. 

It is the same with aesthetic values. All races and nations have had 
both classic and romantic art. With all their ardent propaganda the 
Marxians have not succeeded in bringing about a specifically prole¬ 
tarian art or literature. The “proletarian” writers, painters, and musi¬ 
cians have not created new styles and have not established new 

¥ 

aesthetic values. What characterizes them is solely their tendency to 
call everything they detest “bourgeois” and everything they like 
“proletarian.** 

Historical understanding both of the historian and of the acting 
man always reflects the personality of its author.*" But if the historian 
and the politician arc imbued with the desire for truth, they will 
never let themselves be deluded by party bias, provided they are 
efficient and not inept. It is immaterial whether a historian or a poli¬ 
tician considers the interference of a certain factor beneficial or 
detrimental. He cannot derive any advantage from underrating or 
overrating the relevance of one of the operating factors. Only clumsy 
would-be historians believe that they can serve their cause by distor¬ 
tion. The biographies of Napoleon I and III, of Bismarck, Marx, 
(iladstone, and Disraeli, the most disputed personalities of the past 
century, widely disagree with regard to value judgments; but they 
hardly disagree in their understanding of the role played by these 
men. 


I lus is no less true of the statesman’s understanding. What use 
con'd » champion of Protestantism derive from misunderstanding 
the tremendous power and prestige of Catholicism, or a liberal from 
misunderstanding the relevance of socialist ideas? In order to sue- 

T 1 " 1 "T SCC thi "S s “ ,he > are ; «hoever indulges in 
f k,, ’ g V , CC,t; ' inlv fail - J''dy''>c,„s <»- relevance differ 

from , dgnrenB of value m that they ain. a, the appraisal of a state 
<>l affa s not dependent on the authors arbitrariness. 1 hex are 
colored l,y their author s personality and can therefore never he unan- 

:;::::don as ;'vh 1 ; ,p ;, n b> ; al1 R,,t ^ 

• ideological" distortion of understanding" dcnVC from "" 

,6 * c.f. above, pp. 57-58. 
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of the nonhistorical sciences and not in various modes of understand- 

,n Today many historians and writers are imbued with the Marxian 

dogma that the realization of the social,st plans « both una o d b c 
and the supreme good, and that the labor movement ^entrusted suth 
the historical mission of accomplishing t is tas ' > . 

throw of the capitalistjy~n• ^ £, ifthc 

as a matter of course that the parties o ’ . . an( j to 

pursuit of their policies, should resort to ac f u | methods, 

murder. A revolution cannot be consununated b> 1 *£«*™* of 

It is not worth while to dwell upon sue 1 tcns () f xhou- 

the four daughters of the last Tsar °f ’ nl akc an omelet 

sands of Russ,an bourgeois and so on ' ,u |hc t.roken? 

without breaking eggs; why exphe j( d VC nn,res to de- 

But, of course, it is different ,f one of those ac , s of 

fend himself or even to strike back, lew on \ Ntr j| ccrs . But all 

sabotage, destruction, and viole "f fRailroad companies to protect 
authors enlarge upon the attempts « J . customers 

their property and the lives of the.r officers and 

■•MsafL. *- -h., 

differences in understanding. They are t c j , g sl) t.inl- 

theuries of economic and historical ccmhttron.Hth^coiN^g^^ 
ism is unavoidable and can be achic . . minor incidents 

ods, murders committed by the “progress,* c •< c .. rc . 

of no significance. But the self-defense and coUJKJ«ack * 
actionaL” which can p-ibly delay the M . „i,e 

are of the greatest importance. I hey ar 
the revolutionary acts arc simply routine. 

6. The Case for Reason 

Judicious rationalists do not pretend that r f < 'i'cT',',ut,''b»« - 

ever knowledge may increase, thc ” J elucidation. But. they say. 
mately given and not liable to an> furt ^ reason. lhe 

as far as man is able to attain cogniriom he mu* « J U it is Un<) , „ al- 

ultimate given is the irrational. I he kn imtional mode <>f 

ready, necessarily rational. There is neither an -rmtion 

cognition nor a science of irrationality. theses arc per- 

With regard to unsolved problems, various In pothese » 
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missiblc provided they do not contradict logic and the uncontested 
data of experience. But these are hypotheses only. 

We do not know what causes the inborn differences in human 
abilities. Science is at a loss to explain why Newton and Mozart were 
full of creative genius and why most people are not. But it is by all 
means an unsatisfactory answer to say that a genius owes his great¬ 
ness to his ancestry or to his race. The question is precisely why such 
a man differs from his brothers and from the other members of his 
race. 

It is a little bit less faulty to attribute the great achievements of 
the white race to racial superiority. Yet this is no more than a vague 
hypothesis which is at variance with the fact that the foundations of 
modern civilization were laid bv peoples of other races. We cannot 
know whether or not at a later date other races will supplant Western 
civilization. 

However, such a hypothesis must be appraised on its own merits. 
It must not be condemned beforehand because the racists base on it 


their postulate that there is an irreconcilable conflict between various 
racial groups and that the superior races must enslave the inferior ones. 
Ricardo’s law of association has long since discarded this mistaken 
interpretation of the inequality of men.” It is nonsensical to fight the 
racial hypothesis by negating obvious facts. It is vain to deny that up 
to now certain races have contributed nothing or very little to the 
development of civilization and can. in this sense, be called inferior. 

were eager to distill at any cost a grain of truth out 
of the Marxian teachings, he could say that emotions influence a man’s 
reasoning very much. Nobody ever ventured to deny this obvious 
fact, and Marxism cannot be'eredited with its discovery. But it is 
\\ ithout any significance for epistemology. There arc many sources 
both of success and of error. It is the task of psychology to enumerate 
and to classify them. 


F.nvy is a widespread frailty. It is certain that many intellectuals 
envy the higher income of prosperous businessmen and that these 
feelings drive them toward socialism. Thcv believe that the authori¬ 
ties of a socialist commonwealth would pay them higher salaries than 
hose that they earn under capitalism. Bui to prove the existence of 

IT.??' n °7 C ' ,CVe Scicntc of duty of making the most care- 

th everv T Lst d ° Ctri " CS - ^deists are bound to deal 

el e than the rh C .'T 1 *? SU PP" rtCr * ™ inspired by nothing 

subs e or 7 k "°" ledgC - Thc ™' i «» brands of polylogism 

substitute for a purely theoretical examination of opposite doctrines 

17. See below, pp. 158-16}. 
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the unmasking of the background and the motives of their authors. 
Such a procedure is incompatible with the first principles of ratio- 

cination. . • . • 

It is a poor makeshift to dispose of a theory by refemng to us his¬ 
torical background, to the "spirit of its time, to the materia con 
dons of the country of its origin, and to any persona qua l ui 
authors. A theory is subject to the tribunal of reason only, lie > • r U- 
stick to be applied is always the yardstick of reason. A theo \ s 
correct or incorrect. It may happen that the present s a c 
knowledge docs not allow a decision with rcgari to its co e ^ ^ 
incorrectness. But a theory can never lie valid fm a bourge 
American if it is invalid for a proletarian or a Chinese. .. . 

If the Marxians and the racists were right, -t would be ' Fpossible 
to explain why those in power arc anxious to suppress £ 

theories and to persecute their supporters. 1 ,c .' us '"l on out . 
are intolerant governments and political parties n l, f 

lawing and exterminating dissenters, is a proof of he C 

reason. It is not a proof of a doctrine s correctness dm its adt c,s-ai.es 

use the police, the hangman, and violent mo is to fc <)n „ rcss ion , rc 
proof of the fact that those taking recourse t<> \"* I I 
in their subconsciousness convinced of the untenab.l,t> of their 

^"impossible to demonstrate the validity of the a prion 
tions of logic and praxcology without referring be analyzed 

tions themselves. Reason is an ultimate given am c. j a non . 

or questioned by itself. The very existence of hun an re ' d 

rational fact. The only statement that can be pre k . ,, n i‘ m l | s 

to reason is that it is the mark that distinguishes i . 

and has brought about everything that is spec. im _ ^ wcrc to 

To those pretending that man ''°^ l i sdf P {, c gui dcd by intui- 
renounce the use of reason and tr\ to let 1 p . in .nalvsis 

tion and instincts only, no other answer can ,C r ‘ csis and wtirk- 
of the structure of human society. In ,, t ,f c in f orm ation i c¬ 

ing of social cooperation, economics pros • unrcason . If man 
quired for an ultimate decision between rcaso . h nuls c 

reconsiders freeing himself from the supremacy of reason, 
know what he will have to forsake. 



IV. A FIRST ANALYSIS OF THE CATEGORY 

OF ACTION 


i. Ends and Means 

T in* result sought by an action is called its end, goal, or aim. One 
uses these terms in ordinary speech also to signify intermediate 
ends, goals, or aims; these arc points which acting man w ants to at¬ 
tain onlv because he believes that he will reach his ultimate end, goal, 
or aim in passing beyond them. Strictly speaking the end, goal, or 
aim of any action is always the relief from a felt uneasiness. 

A means is w hat serves to the attainment of anv end, goal, or aim. 
Means arc not in the given universe; in this universe there exist only 
things. A thing becomes a means when human reason plans to employ 
it tor the attainment of some end and human action really employs 
it for this purpose. Thinking man sees the scrviccableness of things, 
i.c., their ability to minister to his ends, and acting man makes them 
means. It is of primary importance to realize that parts of the ex¬ 
ternal world become means only through the operation of the human 
mind and its offshoot, human action. External objects arc as such 
only phenomena of the physical universe and the subject matter of 
the natural sciences. It is human mean.ng and action which trans¬ 
form them into means. Praxcology does not deal with the external 
world, but with man’s conduct with regard to it. Praxeological reality 
is not the physical universe, but man’s conscious reaction to the 
given state of tins universe. Economics is not about things and tan¬ 
gible material objects; it is about men. their meaning and actions. 
Goods, commodities, and wealth and all the other notions of con- 
duct are not elements of nature; they are elements of human mcan- 

y ", CO, ) S UCt ; f 1 * Nvho wants '<> deal with them must not look at 
the external world; he must search for them in the meaning of acting 


men. 


Jinnns'^ shield a.."' 1 ' 11 IUmUn mCa, " n f and 

«.f tSol„ B Vo ?T y and C ‘l ui PP e ‘‘ " ■»' '> perfect knowledge 
technology. I or such neons as absolute validity and omniscience 
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there is no room in the frame of a science whose subject matter is 
erring man. An end is everything which men a.m at. A means 

everything which acting men consider as such de 

It is the task of scientific technology and therapeutics to explode 
errors in their respective fields. It is the task of economics. to expose 
erroneous doctrines in the field of social action But . ^ medo n 
follow the advice of science, but cling to their fa"““T 
these errors are reality and must be dealt w u ' as s • ^ emls 

consider foreign exchange control as ,na PPJ <, P"’ C jf ' ‘ blic opinion 
aimed at by those who take recourse to it. Hov * ’ J lienriv resort 
does not abandon its delusions and is determined by 

to foreign exchange control, the course doctrine of the 

this attitude. Present-day medicine cons, 

therapeutic effects of mandrake as a fab • • b • crc 

this fable as truth, mandrake was an economic good J ' ((t 

paid for its acquisition. In dealing wit \ P r '^ j . w | u t rhev 

ask what things are in the eyes of other people. ^;V„r it deals 
arc in the meaning of those intent upo g - xv j t h prices 

with real prices, paid and received m real transactions not v .t 

as they would be if men were different from , t „ 

Means are necessarily always limited, - •• xvcrc n „t the 

the services for which man wants to use t wi . Where man 

case, there would not be any action with regard thcre 

is not restrained by the insufficient .piantity of things av.u.a 

9 

is no need for any action. , . . llu i t hc means 

It is customary to call the end the ultimate g« d aiuM. ^ ^ 

goods. In applying this terminology ct ‘‘!””"’Th C x differentiated he- 
as technologists and not as praxcolc g • ■ frcc , ro „ds things 

tween free goods and economic goods. I he> ^ ^ ^ „ ccil t€> 
available in superfluous abundance ^ of anv action, 

economize. Such goods are. howexer, thcv are parts of the 

They arc general conditions of human • » Q n | N the economic 

natural environment in w hich man lives ac ^^ xv j r h in 

goods arc the substratum of action. ' c > n ‘ 
economics. . , to snr isf\ human 

Economic goods which m thcn,sc ‘ d< , cs nor depend on the 
wants directly and whose serviceable £ j, cd t ,, nsumc rs' goods or 
cooperation of other economic goods, arc • on | v indirectly 

goods of the first order. Means « h.ch can sa » . ■ ^ nr< . pro- 

when complemented by cooperation t remoter or 

ducers’ goods or factors of production or go' . , consist 

higher order. Thc services rendered by a producer g 
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in bringing about, by the cooperation of complementary producers’ 
goods, a product. This product may be a consumers good; it may be 
a producers’ good which when combined with other producers goods 
will finally bring about a consumers’ good. It is possible to think ot the 
producers’ goods as arranged in orders according to their proximity 
to the consumers’ good for whose production they can be used. Those 
producers’ goods which are nearest to the production of a consumers 
good arc ranged in the second order, and accordingly those which are 
used for the production of goods of the second order in the third order 
and so on. 

The purpose of such an arrangement of goods in orders is to pro¬ 
vide a basis for the theory of value and prices of the factors of pro¬ 
duction. It will be shown later how the valuation and the prices of 
the goods of higher orders are dependent on the valuation and the 
prices of the goods of lower orders produced by their expenditure. 
The first and ultimate valuation of external things refers only to 
consumers* goods. All other things are valued according to the part 
they play in the production of consumers’ goods. 

It is therefore not necessary actually to arrange producers’ goods 
in various orders from the second to the //th. It is no less superfluous to 
enter into pedantic discussions of whether a concrete good has to be 
called a good of the lowest order or should rather be attributed to one 
of the higher orders. Whether raw coffee beans or roast coffee beans 
or ground coffee or coffee prepared for drinking or only coffee pre¬ 
pared and mixed with cream and sugar are to be called a consumers’ 
good ready for consumption is of no importance. It is immaterial 
which manner of speech we adopt. For with regard to the problem 
of valuation, all that we say about a consumers' good can be applied 
to any good of a higher order (except those of thclughcst order) if we 
consider it as a product. 

An economic good does not necessarily have to be embodied in a 
tangible thing. Nonmatcrial economic goods are called scryices. 


2. The Scale of Value 

Acting man chooses between various opportunities offered foi 
choice. He prefers one alternative to others 

It is customary to say that acting man has a scale of wants or value- 
in h,s mind when he arranges his actions. On the basis of such a scale 

leaves?! RS 'V "i IS |° h ' S l’ cr va * uc ’ i c - ,,is more urgent wants, anc 
leaves unsatisfied what ,s of lower value, i.c., what is a less urgent want 


\ 
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There is no objection to such a presentation of the state of affairs. 

However, one must not forget that the scale of values 

fests itself only in the reality of action These « « « " 

pendent existence apart from the actual behavior of mdn duals.The 

only source from which our knowledge concerning > c c ^ 

rived is the observation of a man’s actions. E-ry act ,n , l a> 

in perfect agreement with the scale of values or 

scales arc nothing but an instrument for the interpretation of 

Ethical doctrines are intent upon establishing scales of^uc ac 
cording to which man should act but docs not ncccs an>alu. * 
They claim for themselves the vocation of -Mmg nglu froni^u ton, 
and of advising man concerning what he s um ai nition of 

good. They are normative disciplines aiming at 
what ought to be. They are not neutral -Hi re d thC > 

judge them from the point of view of freely ^opted tandards 

This is not the attitude of praxeology n „t 

fully aware of the fact that the ultimate ciu s > ■ en j s arc 

open to examination from any absolute stain.an ■ ■ ^ various 

ultimately given, they are purely su in their lives, 

people and with the same people at nninment of 

Praxeology and economics deal with the means for the .itt.un^^ ^ 

ends chosen by the acting lndnidu. . sybaritism 

opinion with regard to such problems as \» u . ( ; m . v ., ri |- 

is better than asceticism. They apply to t « 11 • ^ t x Vhich 

stick, viz., whether or not they arc suitable to attain 

the acting individuals aim. . therefore have no place 

The notions of abnormality and pci c . because he prefers 

in economics. It docs not say that a man is pei •^ ^ acrcC al>le. the 
the disagreeable, the detrimental, and the j. i:,r crcn t from other 

beneficial, and the pleasant. It says only that he xvliat 

people; that he likes what others detest; that he <-omidcrs i« 

others want to avoid; that he takes pic*"" ^ notions" normal and 
others avoid because it hurts them. I P distinc tion between 

perverse can be used anthropologically J and epical cx- 

those who behave as most people do ^ distinc tion between 

ceptions; they can be applied biologically im) thosc „ hose he- 

I * . a m • • _ . nnolied in an ethical sense f<»« 

havior is self-destructive; they tan be apj , ani | those who 

the distinction between thosc who behave to a theoretical 

act otherwise than they should. However, in the frame 
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science of human acrion, there is no room for such a distinction. Any 
examination of ultimate ends turns out to be purely subjective and 
therefore arbitrary. 

Value is the importance that acting man attaches to ultimate ends. 

Only to ultimate ends is primary and original value assigned. Means are 

valued derivatively according to their scrviceablcness in contributing 

to the attainment of ultimate ends. Their valuation is derived from the 

valuation of the respective ends. They are important for man only 

as far as they make it possible for him to attain some ends. 

Value is not intrinsic, it is not in things. It is within us; it is the 

w av in which man reacts to the conditions of his environment. 

Neither is value in words and in doctrines. It is reflected in human 

conduct. It is not what a man or groups of men say about value that 

counts, but how they act. The bombastic oratory of moralists and 

the inflated pompousness of party programs arc significant as such. 

But they influence the course of human events only as far as thev 
• • • 

really determine the actions of men. 


3. The Scale of Needs 

Notw ithstanding all declarations to the contrary, the immense ma¬ 
jority of men aim first of all at an improvement of the material con¬ 
ditions of well-being. I hey w ant more and better food, better homes 
and clothes, and a thousand other amenities. They strive after abun¬ 
dance and health. I aking these goals as given, applied physiology tries 
to determine what means arc best suited to provide as much sat¬ 
isfaction as possible. It distinguishes, from this point of view, be¬ 
tween mans “real'’ needs and imaginary and spurious appetites. It 
teaches people how they should act and w hat they should aim at as a 
means. 

I he importance of such doctrines is obvious. From his point of 
' ,C ," thc P h > sl,,l,, P ,st ,s r, y ,,r distinguishing between sensible action 
and action contrary to purpose. He is right in contrasting judicious 
methods of nourishment from unwise methods. He mav condemn 
certain modes of behavior as absurd and opposed to “real" needs. 

Sr-- ,U rV tntS arc bcsidc ,hc for a science dealing 

r I V ;"" n ” Not " hat a man should do, but 

" hat he does, counts for prascology and economics. I Ivgicnc may be 
right or u rong calling alcohol and nicotine poisons. Bur economics 
must explain the prices of tobacco and li.pior is they are not as they 
would be under different conditions. Y 

I here is no room left in the field 


01 economics for a scale of 
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needs different from the settle of velne. as 
behavior. Economics deals with real man, uc I 

as he is, not with ideal beings, omniscient and perfect as «nl> g 

could be. 

4. Action as an Exchange 

Action is an attempt to su ‘* Sti '“ tC ^u'^Tc h "n wi’ufuVlV induced al- 
fairs for a less satisfactory one. We c . • |/ ircc red for a 

teration an exchange. A less desirable cond non s bjrte ^ ^ ^ 

more desirable. What gratifies loss is abaij* * |mcd ls t ,n,J ,he 
something that pleases more. 1 hat w s * * va | uc of the 

price paid for the attainment of the cn M>|>g atMchc j t(1 ,| lc 
price paid is called costs. Costs arc eq • cn d aimed 

satisfaction which one must forego m orde. to attam 

"'The difference between the value of «he ££ £ 

curred) and that of the goal atta.ned .s callcdg;.^ ^ ^ i|K| . MsC 

yield. Profit in this primary sense is P“ • |u . 1 , oincn „n that can 

in the acting man’s happiness, it is t > P ^ ^ am , ., | cs , in the 

be neither measured nor weighed. 1 satisfaction surpasses 

removal of uneasiness felt; but how nuic • ^ determined 

another one can only be felt; it cannot >c cs . mcas urc, h 

in „ objective way. A jndg.ncn, of Jan ov.W 

ranges in a scale of degrees, it grade • int .. 1> ,„c and weight, 

preference and sequence, but not CX P . . t the cardinal 

Only the ordinal numbers can be applied to it, 

numbers. , . Calculation is |«»- 

It is vain to speak of any cateu'atm ncc , )CtvV ccn the vah.a- 

sible only with cardinal numbers. The . personal. It •> 

tion of two states of affairs is entire v p s >^ | t can |>e sensed 

not open to any projection into the cxtcr " . or imparted to 

only by the individual. It cannot be con 

any fellow man. It is an intensive magnitu c various methods by 

Physiology and psychology have <■ c '* t ".| |lc j a substitute bn the 
means of which they pretend to h. • There is no need 

unfeasible measurement of intensive magi ^ ^ ,-.uber i|ucstion- 
for economics to enter into an examination ^ t | in c they arc not 
able makeshifts. Their supporters thcinsc \cs ^ t j lcV would not 

applicable to value judgments. But even i ccono nm : s deals u nh 

have any bearing on economic pr<» > cn,s j . t rcsl ,lt in delinite 

action as such, and not with the psychical tacts . 

actions. 


lineil 
it .n- 
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It happens again and again that an action does not attain the end 
sought. Sometimes the result, although inferior to the end aimed at, 
is still an improvement when compared with the previous state of 
affairs; then there is still a profit, although a smaller one than that 
expected. But it can happen that the action produces a state of affairs 
less desirable than the previous state it was intended to alter. Then 
the difference between the valuation of the result and the costs in¬ 
curred is called loss. 



V. TIME 


i. The Temporal Character of Praxcology 

T he notion of change implies the notion of temporal sequence. A 
rigid, eternally immutable universe would be out of tune b t 
it would be dead. The concepts of change and of time are insef. ■ 
linked together. Action aims at change and is t cre ,irt 
temporal order. Human reason is even incapable of coneci 

ideas of timeless existence and of timeless action. , 

He who acts distinguishes between the time c ore • ' 

the time absorbed by the action, and the time alter t ic . ^ 

been finished. He cannot be neutral with rcgai to ' *P 

Logic and mathematics deal with an ideal system of 
relations and implications of their system arc cocxistcn • 
pendent. We may say as well that they are 

are out of time. A perfect mind could grasp them . ion pro- 

Man’s inability to accomplish this makes thinking itse- * sufficient 
cecding step by step from the less satisfactory state- - )c 
cognition /o L mSre satisfactory state " '^^'cSuscd 
temporal order in which knowledge is acquitcd ,| c ductivc 

with the logical simultaneity of all parts of mis »P» consCt|UcnC c 

system. Within this system the notions of anterio * | )Ut U) 0 ur 

are metaphorical only. They do not refer to c f s > ’ ,. N „f 

action in grasping it. The system itsclf f^onTcm respondent be- 
time nor that of causality. There is functi 

tween elements, but there is neither cause nor cl ct 1 i ,j ca | sys- 
What distinguishes the praxcological system '^ i, ; „h of 
tern epistemologically is precisely that it imp ,cs ‘ 'ioristic and 
time and of causality 7 The praxcological mtn '«><*- its dc . 

deductive. As a system it is out of time. But t - ,n r ^ c ,f ctr arc 
nients. The notions of sooner and later an o e.i ^ csS cntial 

among its constituents. Anteriority and consccjut ^ cvcn ts. 

concepts of praxeological reasoning. So is t ,c ,rr ^ % . to functional 
In the frame of the praxeological system any re than is the 

correspondence is no less metaphorical anc 
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reference to anteriority and consequence in the frame of the logical 
system. 1 


2. Past, Present, and Future 


It is acting that provides man with the notion of time and makes 
him aware of the flux of time. The idea of time is a praxeological 


category. 

Action is always directed toward the future; it is essentially and 
necessarily always a planning and acting for a better future. Its aim 
is always to render future conditions more satisfactory than they 
would be without the interference of action. The uneasiness that 
impels a man to act is caused bv a dissatisfaction with expected future 
conditions as they would probably develop if nothing were done to 
alter them. In any case action can influence only the future, never 
the present that with every infinitesimal fraction of a second sinks 
dow n into the past. Man becomes conscious of time when he plans to 
convert a less satisfactory present state into a more satisfactory' future 
state. 


For contemplative meditation time is merely duration, “la durcc 
pure, dont I’ccoulcmcnt est continu. ct oil Ton passe, par gradations 
inscnsibles, d’un ctat a 1 ’autrc: Continuity rccllcmcnt vccue.” 2 The 
"new" of the present is continually shifted to the past and is retained 
in the memory only. Reflecting about the past, say the philosophers, 
man becomes aware of time. 3 However, it is nor recollection that 
conveys to man the categories of change and of time, but the will 
to improve the conditions of his life. 


lime as we measure it by various mechanical devices is always 
past, and time as the philosophers use this concept is always cither 
past or future. The present is. from these aspects, nothing but an 
ideal boundary line separating the past from the future. But from 
the praxeological aspect there is between the past and the future a 
real extended presenr. Action is as such in the real present because 
it utilizes the instant and thus embodies its reality.' Later retrospective 

cnclci vors Vc ^< mst'r i irr*' M <>n i' CS - ,l,CrC is "° P ccd lo cnlcr >"'« a discussion of the 
endeavors to construct mechanics as an axiomatic system in which the concept 

i’s iomaric* nicchinics emu T ,h “ ° f C3USC " " ill be show n later thS 

:;”rcrw!”;;“' c as 3 m « fci <*- economic 

:. Henri Bcrgon. Matiere et memoir* < 7 th cd. Paris, .on), » 20 <- 

, zcit - 

IX (.o.-8>. 19 , ir.;A.Schii.z . loc. ci, pp 4 , ff Pbj " m " caolo S«cbe Forsch.mg, 
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reflection discerns in the instant passed away first of all the action 
and the conditions which it offered to action. That u hich can no 
longer be done or consumed because the opportunity for it has 
passed away, contrasts the past with the present. That which cannot 
yet be done or consumed, because the conditions for undertaking it 
or the time for its ripening have not yet come, contrasts the future 
with the past. The present offers to acting opportunities and tasks 
for which it was hitherto too early and for which it will he hcrenfrei 

Itoo late. . 

The present qua duration is the continuation of the conditions am 
opportunities given for acting. Every kind of action requires spec la 
conditions to which it must he adjusted with regard to the anm 
sought. The concept of the present is therefore different for 
fields of action. It has no reference whatever to the '^nous nic1<K 
of measuring the passing of time by spatial movements, w \ t. 
encloses as much of the time passed away as still is aLtl,J • . 

importance for acting. The present contrasts itself, accoi it g 
various actions one has in view, with the Middle Ages, w it i w 
teenth century, with the past year, month, or day, mt no • • 
the hour, minute, or second just passed aw ay. If a man S *J> S , . n 

days Zeus is no longer worshiped, he has a present m miiu « 
that the motorcar driver who thinks: Now it is still too carls 

As the future is uncertain it always remains undecided ami ™S“'j 
how much of it we can consider as nov and presen . • ' 

-id in , 9 „ : At present-now-in Europe Wiim of . 
undisputed, he would have not foreseen that this presu 
soon be a past. 


3. The Economization of Time 


existence, 


Man is subject to the passing of time. He comes into c 
grows, becomes old, and passes away. His time is scarce, 
economize it as he does other scarce factors. Ucnise of 

The economization of time has a pcculiai <- ul . | | 1C impor- 

the uniqueness and irreversibility of the tcmpoia o oj 

tancc of these facts manifests itself in every part of the 


Only one fact must be stressed at this point. 1 he and serv- 

! lmc is independent of the economization <>f cc«n«”' S cc „noini/c 
! ces. Even in the land of Cockaigne man would be r re ^ (| 

time, provided he were not immortal and not cm « 
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youth and indestructible health and vigor. Although all his appetites 
could be satisfied immediately without any expenditure of labor, he 
would have to arrange his time schedule, as there are states of satis¬ 
faction which are incompatible and cannot be consummated at the 
same time. For this man, too, time would be scarce and subject to the 
aspect of sooner and later. 


4. The Temporal Relation Between Actions 


Two actions of an individual are never synchronous; their temporal 
relation is that of sooner and later. Actions of various individuals can 
be considered as synchronous only in the light of the physical meth¬ 
ods for the measurement of time. Synchronism is a praxeological 
notion only with regard to the concerted efforts of various acting 
men. 4 


A man’s individual actions succeed one another. They can never be 
effected at the same instant; they can only follow one another in 
more or less rapid succession. There are actions which serve several 
purposes at one blow. It would be misleading to refer to them as a 
coincidence of various actions. 


People have often failed to recognize the meaning of the term 
“scale of value” and have disregarded the obstacles preventing the 
assumption of synchronism in the various actions of an individual. 
I hey have interpreted a min's various acts as the outcome of a scale 
of value independent of these acts and preceding them, and of a 
previously devised plan whose realization they aim at. The scale of 
\ aluc and the plan to which duration and immutability for a certain 
period of time were attributed, were hyp, unsized into the cause 
and motive of the various individual acti. Synchronism which 

discov "r I r erte . T th rC S ard to ' arious acts was then easily 

ficttharrhes T T C |° f " C ^ thc P lan ’ Bllt overlooks the 
ThI scale of . e ValUC , ‘ S noth ' n S but a constructed tool of thought. 

- —■ * - • r—* 

It IS no less impermissible to differentiate between rational and 

-Si 
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teresting that yesterday goals were set for today’s acting other than 
those really aimed at today. But yesterday's plans do not provide us 
with any more objective and nonarbitrary standard for the appraisal 
of today’s real acting than any other ideas and norms. 

The attempt has been made to attain the notion of a nonrational 
action by this reasoning: If a is preferred to b and b to c> logically a 
should be preferred to c. But if actually c is preferred to .1, we arc 
faced with a mode of acting to which we cannot ascribe consistency 
and rationality. 6 This reasoning disregards the fact that two acts of 
an individual can never be synchronous. If in one action a is prcfcrrei 
to b and in another action b to c, it is, however short the intena be¬ 
tween the two actions may be, not permissible to construct a uniform 
scale of value in which a precedes b and b precedes c. Nor is it per¬ 
missible to consider a later third action as coincident with the two 
previous actions. All that the example proves is that value judgments 
are not immutable and that therefore a scale ol value, which is a >- 
stracted from various, necessarily nonsynchronous actions o an in 
dividual, may be self-contradictory. T . 

One must not confuse the logical concept of consistency < N ,/ * a J 
sence of contradiction) and the praxcological concept o consistent 
(viz., constancy or clinging to the same principles), logit a ton 
sistency has its place onlv in thinking, constancy has its p ate on 
in acting. ' . , 

Constancy and rationality arc entirely different notions. 1 
valuations have changed, unremitting faithfulness to the one t opm sci^ 
principles of action merely for the sake of constancy would no 
rational but simply stubborn. Only in one respect can acting he 
stant: in preferring the more valuable to the less valua »c. 1 , 

ations change, acting must change also. Faithfulness, mu a 1 »• b 
conditions, to an old plan would he nonsensical. A logical s\ ^ _ 

he consistent and free of contradictions because it nnp KS 1 K ^ .. 
istence of all its parts and theorems. In acting, "hit 1 ,s n ^ tc . ‘ • 

■n the temporal order, there cannot be any question o s 
sistency. Acting must be suited to purpose, and P l,, T nst t 
quires adjustment to changing conditions. , 

Presence of mind is considered a virtue in acting man. , ‘ 

Presence of mind if he has the ability to think and to ndjus _ b 

quickly that the interval between the emergence 0 new t ^ 

f «■ Cf. Felix Kaufmann, “On the Subjcc.-Mat.cr of Economic Science. 1 <«■ 

7- Cf. Ph.'wid.stced, The Com,nonseme of Political.Eeono»,£. 

(Undoo, 19 „), ,, J; ff. Robbins, An Essay on she San.n anJ * 

°1 Economic Science ( 2 d cd. London. «9>5>* PP- 9« "• 
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and the adaptation of his actions to them becomes as short as possible. 
If constancy is viewed as faithfulness to a plan once designed without 
regard to changes in conditions, then presence of mind and quick 
reaction are the very opposite of constancy. 

When the speculator goes to the stock exchange, he may sketch a 
definite plan for his operations. Whether or not he clings to this plan, 
his actions are rational also in the sense which those eager to distin¬ 
guish rational acting from irrational attribute to the term “rational.” 
This speculator in the course of the day may embark upon transac¬ 
tions which an observer, not taking into account the changes occurring 
in market conditions, will not be able to interpret as the outcome of 
constant behavior. But the speculator is firm in his intention to make 
profits and to avoid losses. Accordingly he must adjust his conduct 
to the change in market conditions and in his own judgment con¬ 
cerning the future development of prices/ 

However one twists things, one will never succeed in formulating 
the notion of “irrational” action whose “irrationality” is not founded 
upon an arbitrary judgment of value. Let us suppose that somebody 
has chosen to act inconstantly for no other purpose than for the sake 
of refuting the praxeological assertion that there is no irrational action. 
W hat happens here is that a man aims at a peculiar goal, viz., the ref¬ 
utation of a praxeological theorem, and that he accordingly acts dif¬ 
ferently from what he would have done otherwise. He has chosen an 
unsuitable means for the refutation of praxcology, thar is all. 


H. Plans too. of course, mav be self-contradictory. Sometimes their contradic¬ 
tions may be the effect of mistaken judgment. Bur sometimes such contradictions 
may be intentional and sene a definite purpose. If. for instance, a publicized 
program of a government or a political party pi onuses high prices to the pro¬ 
ducers and at the same time low prices to the consumers, the purpose of suen an 
espousal of incompatible goals may be demagogic. Then the program, the pub- 
m/ed plan, is self-contradictory, but the plan of its authors who wanted to at¬ 
tain a definite end through the endorsement of incompatible aims and their pub¬ 
lic announcement, is free of any contradiction. 



VI. UNCERTAINTY 


T 


i. Uncertainty and Acting 

.he uncertainty of the future is already mtp'W in thev^m; «.«* 

1 of action. That man acts and that nc uu ^ fWO differcm 
by no means two independent matters. 1 

modes of establishing one thing. and changes i» 

We may assume that the outcome of 'll ««w» ^ 

uniquely determined by eternal '' L u ' c n); f v consider the 

coming and development in the whole uni ohenomen i. i.e.. 

necessary connection and interdependence of a 1 W c 

their causal concatenation, as the fundamenta 1 , g (|[ hou- 

may entirely discard the notion of undetermined chmee 

ever that may be. or appear to the mind of V n . .he 

fact remains that to acting man the future » h^ca U .. 

future, he would not have to choose and «■ J of . .an 

be like an automaton, reacting to stinm i w “ • nolion n f mans 

Some philosophers arc prepared to c\p" (mlsC unwittingly 

will as an illusion and self-deception > • | | u . v m a\ be 

behave according to the inevitable laws o • inoVC , ibe 
right or wrong from the point of v,cx ' * , ■ ;Kl i,>n is the 

cause of itself. However, from the human p* goosing and 

ultimate thing. We do not assert that man ^ ^ aml acts and that 
acting. We merely establish the fact ' ^ ^ ( scjclK . ts f„ r an-« er - 
we are at a loss to use the methods otlu-i w ise. 

ing the question why he acts this way am prcc fict.ablc. It *uakcs 

Natural science definite actions. 

it possible to foretell the results t ^ insufficiently known 

But it leaves impredictablc two spheres: • choicc . Our ignorance 
natural phenomena and that of human at h|||1|J|n actions w ith un- 
with regard to these two spheres tain > ^ or||il 0 f the dcduc- 

certainty. Apodictic certainty is <» nl > rhar can |, c attained with 
tive system of aprioristic theory. 1C 11 

regard to reality is probability. . tit?a tc whether or not it is 
It is not the task of praxcology t‘> t j ic theorems of the cm- 

permissible to consider as certain soi 
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pirical natural sciences. This problem is without practical importance 
for praxcological considerations. At any rate, the theorems of physics 
and chemistry have such a high degree of probability that we are en¬ 
titled to call them certain for all practical purposes. We can practically 
forecast the working of a machine constructed according to the rules 
of scientific technology. But the construction of a machine is only 
a part in a broader program that aims at supplying the consumers 
with the machine’s products. Whether this was or was not the most 
appropriate plan depends on the development of future conditions 
which at the time of the plan’s execution cannot be forecast with 
certainty. Thus the degree of certainty with regard to the techno¬ 
logical outcome of the machine’s construction, whatever it mav be, 
does not remove the uncertainty inherent in the whole action. Future 
needs and valuations, the reaction of men to changes in conditions, 
future scientific and technological knowledge, future ideologies and 
policies can never be foretold with more than a greater or smaller de¬ 
gree of probability. Every action refers to an unknown future. It is 
in this sense always a risky speculation. 

1 he problems of truth and certainty concern the general theory 
of human knowledge. The problem of probability, on the other hand, 
is a primary concern of praxeology. 


2 . 


1 he Meaning of Probability 


1 he treatment of probability has been confused bv the mathemati¬ 
cians. I-rom the beginning there was an ambiguity in dealing with the 
calculus ot probability. When the Chevalier dc Mere consulted Pascal 
on the problems involved in the games of dice, th- great mathematician 
should have frankly told his friend the truth. namely. that mathematics 
cannot be of any use to the gambler in a game of pure chance. In- 

\vulr " n PpC ‘, V S answcr in ,Kc s >' n,bolit language of mathematics. 
\\ could easily he explained in a few sentences of mundane speech 

CXprcsscd => terminology which is unfamiliar to the immense 


majority and therefore regarded with reverential awe. People sus- 

l idden t o t ,he C 1 PUZZhnS f . 0n ;’ UlaS COnlain so,nc Sn.portant revelations, 
" ft n ,n,t,3tCd; thcv S Qt •nipression that a scientific 

m ic d St ? 7 StS 3nd that the csotcri «-' teachings of mathe¬ 
matics prm.de a key for winning. The heavenly mystic Pascal un¬ 
intentionally became the patron saint of gambling. The textbooks of 
Ik calculus of probability gratuitously propagandize for the gam¬ 
bling cosmos precisely because they are seal'd books to the ayman. 
No less havoc was spread by the equivocations of the calcuIuTof 
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probability in the field of scientific research. The history of every 
branch of knowledge records instances of the misapplication ot the 
calculus of probability which, as John Stuart Mill observed, nude 
it “the real opprobrium of mathematics.” 1 Some of the worst er¬ 
rors have arisen in our day in the interpretation of the met * <> 

P The^problem of probable inference is much bigger than those 
problems which constitute the field of the calculus o pro >a >i • 
Only preoccupation with the mathematical treatment could 
in the prejudice that probability always means frequent \. 

A further error confused the problem of probability -th the 
problem of inductive reasoning as applied by the natura scic * 
attempt to substitute a universal theory of probability or • * ■ 
of causality characterizes an abortive mode of p u oso P n 
fashionable only a few years ago. 

A statement is probable if our knowledge concerning . . 

is deficient. We do not know everything whic 1 u " 111 * ()l j lcr 
for a definite decision between true and not true, u . sav 

hand, we do know something about it; we aic in a p° 
more than simply non liquet or ignoramus. ... u . 

There are two entirely different instances of !’ r " ’ ’ .J;. 

call them class probabilit'y (or frequency probability ) a n. 

ability (or the specific understanding of the scic.kcs '' 

The field for the application of the former ,s the fid |>f 

sciences, entirely ruled by causality; the fit t .J. , j j | )V 

the latter is the field of the sciences of human action, entirely 

teleology. 

3 . Class Probability 

Class probability means: We know or.‘““'ihc'bchavior of a whole 
to the problem concerned, everything a > > • r ..|ar events or 

class of events or phenomena; but about t ic a«. ^ of thjs c lass. 

phenomena we know nothing but that t »c ; • |, cts j n a lottery 

We know, for instance, that there arc n,nc * ^ nhmit the l>c- 

and that five of them will be drawn j to t |, c singular 

havior of the whole class of tickets. elements of this 

tickets we do not know anything but that the) are 

class of tickets. , definite period of the 

We have a complete table of d to mortality no 

past in a definite area. If we assume ^ ^ ^ jm . 

1 . John Stuart Mill, A System ol logic l<" 
pression, London, 1936), p. 353 - 
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changes will occur, we may say that we know everything about the 
mortality of the whole population in question. But with regard to the 
life expectancy of the individuals we do not know anything but that 
they are members of this class of people. 

For this defective knowledge the calculus of probability provides 
a presentation in symbols of the mathematical terminology. It neither 
expands nor deepens nor complements our knowledge. It translates 
it into mathematical language. Its calculations repeat in algebraic for¬ 
mulas what \vc knew beforehand. Thev do not lead to results that 
would tell us anything about the actual singular events. And, of 
course, they do not add anything to our knowledge concerning the 
behavior of the whole class, as this knowledge w as already perfect— 
or was considered perfect—at the very outset of our consideration 
of the matter. 


It is a serious mistake to believe that the calculus of probability 
provides the gambler with any information which could remove or 
lessen the risk of gambling. It'is, contrary to popular fallacies, quite 
useless for the gambler, as is any other mode of logical or mathematical 
reasoning. It is the characteristic mark of gambling that it deals with 
the unknown, with pure chance. The gambler’s hopes for success 
arc not based on substantial considerations. The nonsuperstitious 
gambler thinks: “There is a slight chance [or, in other words: ‘it is 
not impossible | that I may win; I am ready to put up the stake re- 
qmred. I know very well that in putting it up I am behaving like a 
tool. But the biggest fools have the most luck. Anyway 1 ** 

Cool reasoning must show the gambler that he does not improve 
h.s chances by buying two tickets instead of one of a lottery in which 
the total amount of the winnings is smaller than the proceeds from 

ccrrainK-"! ! '“**'*• I /, h . C " crc to **'■> the tickets, he would 

lirml • 3 FT ° f h,S out,a >’- Yct cvcr Y lottcrv customer is 

a ,cV, f',h C ,C 'I >CttCr t0 buv nmrc tickets than less. The 

* ** machmc - *«»p. h CV do n 0t g iv C 
; ; C att that - the ruling odds favor the hanker 

for them Se Inn C u UtCO "’ C U il1 the ,norc «trainlv result in a loss 
sists prcciselv in^ r ' T*Tf pla >'- Thc l,,rc of g»n.bling con- 

nan,; it*bears^U be hablTto^av",,',0'dolhrs 7 Z' ** " ^ 

promise to the Inter full .. } ? } ..°! ,ars * 1 hcn an >nsurcr can 
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if he were to insure one only of them at a rate fixed by the calculus, he 
would embark not upon an insurance business, but upon gambling. 
He would substitute himself for the insured. He would collect ten 
dollars and would get the chance either of keeping it or of losing that 

ten dollars and ninety dollars more. . . 

If a man promises to pay at the death of another man a dcfin c 
sum and charges for this promise the amount adequate to the hie 
expectancy as determined by the calculus of probability, he is no 
an insurer but a gambler. Insurance, whether conducted according m 
business principles or according to the principle of mutual t>.. in¬ 
quires the insurance of a whole class or w hat can reasona > y >c 
sidered as such. Its basic idea is pooling and distribution of risks. not 
the calculus of probability. The mathematical °P e ™ tlo ~. . | us 
quires are the four elementary operations of ai it noetic. 

of probability is mere by-play. ( . i 

This is clearlv evidenced by the fact that the elimination of hazard 

ous risk by pooling can also be effected wit l ' ,u ' jn > .. ^ el -.. |,, is i- 
actuarial methods. Everybody practices it in his daily life, 
ness,nan includes in his normal cost accounting the cmnpcnsat -U* ■ 
losses which regularly occur in the conduct o a ins. . 
means in this context- The amount of these losses .sk no-nj 
the whole class of the various items is u in rot in this 

may know, for instance, that one of c\cr\ \\ j _ 

stock; but he does not know to which mdi\ u ua aj I . 

pen. He deals with such losses as with any other .tern m the 

The definition of the essence of Cass 

is the only logically satisfactory one. ' rol , al> ili tV of possible 


the only logically satisfactory " .T . ... of possible 

nplied in all definitions referring to the cqi p .*. ( cVcnt s 

vents. In stating that we know nothing about ^ fullv 

sxcept that the/are elements of a class the -havm, of 

known, this vicious circle is disposed of. , lc ..„laiitv in the 

to add a further condition called the absence of any rcgul. 

sequence of the singular events. j( Jca | s „ it |, the u hole 

The characteristic mark of insurance ■ „ .,|„ )U t the he- 

*- of As « P‘~oJ » H* involved 

havior of the whole class, there seems to 1 

in the conduct of the business. , . j. ccpcr ( ,f n 

Neither is there any specific risk m the£ p P „i„t of 
gambling bank or in the enterpnseofajot * > provick ,, 

v*ew of the lottery enterprise the ou c J> rcmain unsold, the 

that all tickets have been sold. It s i 
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enterpriser is in the same position with regard to them as every buyer 
of a ticket is with regard to the tickets he bought. 


4. Case Probability 


Case probability means: We know, with regard to a particular 
event, some of the factors which determine its outcome; but there are 
other determining factors about which we know nothing. 

Case probability has nothing in common with class probability but 
the incompleteness of our knowledge. In every other regard the two 
are entirely different. 

There arc, of course, many instances in which men try to forecast 
a particular future event on the basis of their knowledge about the 
behavior of the class. A doctor may determine the chances for the 


full recovery of his patient if he knows that 70 per cent of those 
afflicted with the same disease recover. If he expresses his judgment 
correctly, he will not say more than that the probability of recovery 
is 0.7, that is, that out of ten patients not more than three on the 
average die. All such predictions about external events, i.c., events 
in the field of the natural sciences, arc of this character. They arc in 
fact not forecasts about the issue of the case in question, but state¬ 
ments about the frequency of the various possible outcomes. They 
are based cither on statistical information or simply on the rough 
estimate of the frequency derived from nonstatistical experience. 

So tar as such types of probable statements are concerned, we arc 
not faced with case probability. In fact we do not know anything 
about the case in question except that it is an instance of a class the 
behavior of which we know or think we know. 


A surgeon tells a patient w ho considers submitting himself to an 
operation that thirty out of every hundred undergoing such an 
operation die. If the patient asks whether this number of deaths is 
already full, he has misunderstood the sense of the doctors state- 
ment. He has fallen prey to the error known as the “gambler’s fal¬ 
lacy. lake the roulette player who concludes from a run of ten red 
m succession that the probability of the next turn being black is now 
greater than it was before the run, he confuses case probability with 
class probability. 1 

w" '," C , tlC ' ,1 | pr ? SnoSCS ' " hcn bnscd <»'!>' on physiological knowl- 

S™ , S , S Pr0b3l,i,irv - A doc “' r "’ho hears that a man he 

ocs not know has been sc,zed by a definite illness will, on the basis 

b-cneral nKd'ca' experience, say: lb, chances for recovery are 
7 to 3. If the doctor lumsel. treats the patient, he may have a different 
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opinion. The patient is a young, vigorous man; he wasin good health 
before he was taken with the illness. In such cases, the doctor may 
think, the mortality figures are lower; the chances for th'spatientare 
not t * but o-1. The logical approach remains the same, altho g 
may be based not on a Collection of statistical data, buts.mpy ona 
more or less exact resume of the doctor’s own expe^nce « h pre 
vious cases What the doctor knows is always onl> the behavior or 
Ss In our instan« the Cass is the Cass of young, vigorous men 

feature of our dealing with P rob- 

lcms of human action. Here any reference to frc W^h Ss such 
ate, as our statements always deal with unique events ' uch 

-i, with regard to the S^ons.’’ 

any class. We can form a class i P f or var ious 

This Cass concept may prove useful or even‘ of th c matter from 

kinds of reasoning, as, for instance. foratr ^ dealing with the 

the viewpoint of constitutional law. But if've S 

election of .944-^^ before the election v 1 *•« ^ M 
come or, after the election, with an * y ^ ^ in< j iv idual. 
determined the ^^'“^Vhc'cfsc PP^^^j by its uni quc 

unique, and nonrepeatable c «. T 1 ^ j( pcrmiss iblc to 

merits, it is a class by itself. All ™ ^ ^ blcm in question. 

subsume it under any class arc Yellows will plav tomorrow. 

Two football teams, the Blues and the Yelk," s « p > 

In the past the Blues have always defeated the^ello", I ^ 

edge is not knowledge about a class of^ ^ ^ Blucs nrc always 

it as such, wc would have to c , cated. Wc would not 

victorious and that the Yellows arc al" a> ‘ Wc would 

be uncertain with regard to the outcome "^Vfc mere fact that 
know for certain that the Blues "i only probable 

we consider our forecast about tomorrow s game y 1 

shows that we do not argue this " a y- f ( t tbc Blues were 

On the other hand, we regard to the outcome 

victorious in the is not immatena w .k osii f or the 

of tomorrow’s argue Correctly accord- 

repeated success of the Blues. ^ obab ili t) -, wc would not 
ing to the reasoning a PP ro P f lf wc were not to resist the 

attach any importance to 1 cr- s fa , lacy „ wc would, on the 

contrary , 5 argue'that' tomorrow's game will result in the success of 
the if Y we°rIk some money on the chance of one team’s victory, the 
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lawyers would qualify our action as a bet. They would call it gam¬ 
bling if class probability were involved. 

Everything that outside the field of class probability is commonly 
implied in the term probability refers to the peculiar mode of rea¬ 
soning involved in dealing with historical uniqueness or individuality', 
the specific understanding of the historical sciences. 

Understanding is always based on incomplete knowledge. We may 
know the motives of the acting men, the ends they are aiming at, and 
the means they plan to apply for the attainment of these ends. We 
have a definite opinion with regard to the effects to be expected from 
the operation of these factors. But this knowledge is defective. We 
cannot exclude beforehand the possibility that we have erred in the 
appraisal of their influence or have failed to take into consideration 
some factors whose interference we did not foresee at all, or not in a 
correct wav. 


Gambling, engineering, and speculating arc three different modes 
of dealing with the future. 

The gambler knows nothing about the event on which the out¬ 
come of his gambling depends. All that he knows is the frequency of 
a favorable outcome of a series of such events, knowledge which is 
useless for his undertaking. He trusts to good luck, that is his only- 
plan. 

Life itself is exposed to many risks. At anv moment it is endangered 
by disastrous accidents which cannot be controlled, or at least not 
sufficiently. Every man banks on good luck. He counts upon not 
being struck by lightning and not being bitten by- a viper. There is an 
element of gambling in human life. Man can remove some of the 
chrematistic consequences of such disasters and accidents by taking 
out insurance policies. In doing so he banks upon the opposite chances! 
On the part of the insured the insurance is gambling. His premiums 
were spent in vain if the disaster docs not occur. 2 With regard to 

gamWcr 1,0 ablC n * tUnl cvcnts man is I,Kva >s in the position of a 

°", ,hc otl ; er 1,a " d - everything that is needed 

for a technologically satisfactory solution of his problem, the con- 

struct..,,, of a machine As far as some fringes of uncertaintyarcTefc 
h,S P°'1 C /' ( ° COn,ro1 - hc tries to eliminate them by taking safety 
margms. I he engineer knows only soluble problems and problems 
winch cannot be solved under the present state of knowledge He 

fcrcncc ft™ ", «in consists on.y in the dif- 

by saving. CCtC arU 1 u amount he could have accumulated 
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may sometimes discover from adverse experience that his knowledge 
was less complete than he had assumed and that he failed to recognize 
the indeterminateness of some issues which he thought he was able 
to control. Then he will try to render his knowledge more complete. 
Of course he can never eliminate altogether the element of gambling 
present in human life. But it is his principle to operate only within 
an orbit of certainty. He aims at full control of the elements of his 

action. . „ - ., 

It is customary nowadays to speak of “social engineering, 
planning, this term is a synonym for dictatorship and totalitarian 
tyranny. The idea is to treat human beings in the same \\ a\ in w ic 
the engineer treats the stuff out of which he builds his bn ges, , roi i s, 
and machines. The social engineer's will is to be substitute or 
will of the various people he plans to use for the construction of his 
utopia. Mankind is to be divided into two classes: the alnugl 
dictator, on the one hand, and the underlings who arc to >c 
to the status of mere pawns in his plans and cogs in ,s . n [ a . * * 
on the other. If this were feasible, then of course the social eng. 
would not have to bother about understanding ot icr pcop e • 

He would be free to deal with them as technology deals with lumber 

"in the real world acting man is faced with the fact that there arc 
fellow men acting on their own behalf as he hnmc ac . ^ 

sity to adjust his actions to other people s actions nw s ‘ *, cssc| . 
lator for whom success and failure depend on us g ^ 

ability to understand the future. Every imestmen ‘ aiu | 
speculation. There is in the course of human events no stab.hn .uu. 

consequently no safety. 

j. Numerical Evaluation of Case Probability 

Case probability is not open to an >'. k '"hen more closelv 
What is commonly considered as such cxlu 

SC oftrc d ;v\ d o?t r hc t ,tA r Fcsidcnt,al election people could have 
"« 1 am ready to bet three dollars against one that Roosevelt will 

^(briluess that out of the total amount: of R^evd" 

exercise their franchise, 25 millions of 

(c) I estimate Roosevelt’s chances as 9 to 1. 

(d) I am certain that Roosevelt will be elected. 
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Statement (d) is obviously inexact. If asked under oath on the wit¬ 
ness stand whether he is as certain about Roosevelt’s future victory 
as about the fact that a block of ice will melt when exposed to a 
temperature of 150 degrees, our man would have answered no. He 
would have rectified his statement and would have declared: I am 
personally fully convinced that Roosevelt will carry on. That is my 
opinion. But, of course, this is not certainty, only the way I under¬ 
stand the conditions involved. 

The case of statement (a) is similar. This man believed that he risked 
very little when laying such a wager. The relation 3:1 docs not 
assert anything about the chances of the candidates. It is the out¬ 
come of the interplay of two factors: the opinion that Roosevelt 
will be elected and the man’s propensity for betting. 

Statement (b) is an evaluation of the outcome of the impending 
event. Its figures refer not to a greater or smaller degree of probability, 
but to the expected result of the voting. Such a statement may be 
based on a systematic investigation like the Gallup poll or simply on 
estimates. 

It is different with statement (c). This is a proposition about the 
expected outcome couched in arithmetical terms. It certainly docs 
not mean that out of ten cases of the same type nine arc favorable for 
Roosevelt and one unfavorable. It cannot have anv reference to class 


probability. But what else can it mean? 

It is a metaphorical expression. Most of the metaphors used in daily 
speech imaginatively identify an abstract object with another object 
that can be apprehended directly by the senses. Yet this is not a neces¬ 
sary feature of metaphorical language, but merely a consequence of 
the fact that the concrete is as a rule more familiar to us than the 
abstract. As metaphors aim at an explanation of something which is 
less well known by comparing it with something better known, they 
consist for the most part in identifying something abstract with a 
better-known concrete. The specific mark of our c*ase is that it is an 
attempt to elucidate a complicated state of affairs by resorting to an 
analogy borrowed from a branch of higher mathematics, the calculus 
of probability As it happens, this mathematical discipline is more 

popular than the analysis of the epistemological nature of understand- 
ing. 

, iS n .° | USC in a PP'> in S Ihe yardstick of logic to a critique of 
metaphorical language. Analog.es and metaphors are always defec- 
■ ve and logically unsat.sfacton-. It is usual to search for the under- 

But even this is not permissible with 
regard to the metaphor we are dealing with. For the comparison is 
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based on a conception which is in itself faulty in the very frame of 
the calculus of probability, namely the gambler's fallacy. In asserting 
that Roosevelt's chances arc 9:1, the idea is that Roosevelt is in regard 
to the impending election in the position of a man who owns 90 per 
cent of all tickets of a lottery in regard to the first prize. It is implied 
that this ratio 9:1 tells us something substantial about the outcome of 
the unique case in which we arc interested. There is no need to re¬ 
peat that this is a mistaken idea. 

No less impermissible is the recourse to the calculus of probability 
in dealing with hypotheses in the field of the natural sciences. Hypoth¬ 
eses arc tentative explanations consciously based on logically in¬ 
sufficient arguments. With regard to them all that can be asserted is: 
The hypothesis docs or docs not contradict either logical principles 
or the facts as experimentally established and considered as true. In 
the first case it is untenable, in the second case it is—under the present 
state of our experimental knowlcdgc-not untenable. (1 he intensity 
of personal conviction is purely subjective.) Neither frequency prob¬ 
ability nor historical understanding enters into the matter. 

The term hypothesis, applied to definite modes of understanding 
historical events, is a misnomer. If a historian asserts that m the aM 
of the Romanoff dynasty the fact that this house was of German 
background played a relevant role, he does not advance a hypothesis. 
The facts on which his understanding is founded are beyond ques¬ 
tion. There was a widespread animosity against Germans in Russia 
and the ruling line of the Romanoffs, having for *00 years intermarried 
exclusively with scions of families of German descent "as vieued 
bv many Russians as a gcrmani/.cd family, even by those who as¬ 
sumed that Tsar Paul was not the son of Peter III. But: the questmn 
remains what the relevance of these facts was ,n the ai m s 
which brought about the dethronement of this dynasts. Such pre l>- 
lcms arc not ..pen to any elucidation other than that provided by un- 

derstanding. 

6 . Betting, Gambling, and Playing Games 

A bet is the engagement to risk money or other things against an¬ 
other man on the result of an event about the outcome of which we 
know only so much as can be known on the ground of '‘''derst nd ng 
Thus people may bet on the result of an impending election or a ten. 
match Or they may bet on whose opinion concerning the content 

of a factual assertion is right and whose is wrong. 

Gambling is the engagement to risk money or other things against 



Human Action 


another man on the result of an event about which we do not know 
anything more than is known on the ground of knowledge concern¬ 
ing the behavior of the whole class. 

Sometimes betting and gambling are combined. The outcome of 
horse racing depends both on human action—on the part of the 
owner of the horse, the trainer, and the jockey—and on nonhuman 
factors—the qualities of the horse. Most of those risking money on 
the turf are simply gamblers. But the experts believe they know some¬ 
thing by understanding the people involved; as far as this factor 
influences their decision they are betters. Furthermore they pre¬ 
tend to know the horses; they make a prognosis on the ground of 
their knowledge about the behavior of the classes of horses to which 
they assign the various competing horses. So far they arc gamblers. 

Later chapters of this book deal with the methods business applies 
in handling the problem of the uncertainty of the future. On this 
point of our reasoning only one more observation must be made. 

Embarking upon games can be either an end or a means. It is an 
end for people who yearn for the stimulation and excitement with 
w Inch the vicissitudes of a game provide them, or whose vanity is 
flattered by the display of their skill and superiority in playing a 
game which requires cunning and expertness. It is a incans for pro¬ 
fessionals who want to make money by winning. r 

. P '»>; in B a S amc can therefore be called an action. But it is not per¬ 
missible to reverse this statement and to call every action a game or 
to deal with all act.ons as if they were games. The immediate aim in 
playing a game is to defeat the partner according to the rules of the 

aim’ar n '*> “ ? and , S «' ccial case of acting. Most actions do not 

am at an> body s defeat or loss. They aim at an improvement in con- 

d, t ,0 . ns - U can ha PP en 'hat this improvement is attained at some other 

i"mild C |v PCnSC r ' B ', t th,S ,sce «*ainly "<>' always the case. It is. to put 
>t mildly, certainly not the case within the regular operation of a 
social system based on the division of labor. ' 

1 here is not the slightest analogy between placing games and the 

monevb “ "“*« The ctd X er wins 

nones by outsmarting his antagonist. The businessman makes money 

by suppls ing customers with goods they want to acoThere ZZ 

55“ There Is no'nced I*-"™*' ^ a " d * 

pre« the conducr of? ’ mvcst, B ate this problem. He who inter- 
prets the conduct of business as trickeiy is on the wrong path 


3. “Patience" or “Solitaire* 


“ n ° l a onc Pcrson game, but a pastime. 


a means 
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within a society, i.e., within an order based on the division of labor, is 
concord in the endeavors of its members. As soon as they begin to 
antagonize one another, a tendency toward social disintegration 
emerges. 

Within the frame of a market economy competition does not in¬ 
volve antagonism in the sense in which this term is applied to the 
hostile clash of incompatible interests. Competition, it is true, may 
sometimes or even very often evoke in the competitors those passions 
of hatred and malice which usually accompany the intention of in¬ 
flicting evil on other people. Psychologists arc therefore prone to 
confuse combat and competition. But praxeology must beware of 
such artificial and misleading equivocations. From its point of view 
there exists a fundamental difference between catallactic competition 
and combat. Competitors aim at excellence and preeminence in ac¬ 
complishments within a system of mutual cooperation. The function 
of competition is to assign to every member of a social system that 
position in which he can best serve the whole of society and all its 
members. It is a method of selecting the most able man for each 
performance. Where there is social cooperation, there some variety 
of selection must be applied. Onlv where the assignment of various 
individuals to various tasks is effected by the dictator s decisions 
alone and the individuals concerned do not aid the dictator by en¬ 
deavors to represent their own virtues and abilities in the most favor¬ 
able light, is there no competition. 

We will have to deal at a later stage of our investigations with 
the function of competition. 4 At this point we must only emphasize 
that it is misleading to applv the terminology of mutual extermina¬ 
tion to the problems of mutual cooperation as it works within a so¬ 
ciety. Military terms are inappropriate for the description of busi¬ 
ness operations. It is, c.g., a bad metaphor to speak of the conquest 
of a market. There is no conquest in the fact that one firm offers bcttci 
or cheaper products than its competitors. I here is strategy in nisi- 
ness only in a metaphorical sense. 


7. Praxcological Prediction 

Praxcological knowledge makes it possible to predict with apodictic 
certainty the outcome of various modes of action. But, of course. 


of escaping boredom. It certainly d,>cs not represent a pattern foir what s going 
on in a communistic society, as John von Neumann and Oscar Morgcnstcrn 
(Theory of Gomel and Economic Behavior I Princeton, i944>. P- 8,5 > as5cr '' 

4. See below, pp. 273-277. 
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such prediction can never imply anything regarding quantitative 
matters. Quantitative problems are in the field of human action open 
to no other elucidation than that by understanding. 

We can predict, as will be shown later, that—other things being 
equal— a fall i n the demand for a will result in a drop in the price of 
a. But we cannot predict the extent of this drop. This question can 
be answered only by understanding. 

The fundamental deficiency implied in every quantitative ap¬ 
proach to economic problems consists in the neglect of the fact that 
there arc no constant relations between what arc called economic 

dimensions. There is neither constancy nor continuity in the valua- 

* • # 

tions and in the formation of exchange ratios between various com¬ 
modities. Every new datum brings about a reshuffling of the whole 
price structure. Understanding, by trying to grasp what is going on 
in the minds of the men concerned, can approach the problem of 
forecasting future conditions. We may call its method unsatisfactory 
and the positivists may arrogantly scorn it. But such arbitrary judg¬ 
ments must not and cannot obscure the fact that understanding is the 
only appropriate method of dealing with the uncertainty of future 
conditions. 



VII. ACTION WITHIN THE WORLD 


i. The Law of Marginal Utility 

Action sorts and grades; originally it knows only ordinal numbers, 
A not cardinal numbers. But the external world to which acting 
man must adjust his conduct is a world of quantitative detcrmmatc- 
ncss. In this world there exist quantitat.ve relations between cause _am 
effect. If it were otherwise, if definite things could render unlimited 
services, such things would never be scarce and could not be dealt 

W 'ActinTman values things as means for the removal of his uneasi¬ 
ness. From the point of view of the natural sciences the various even s 
which result in satisfying human needs appear as very differcn Ac 
ing man sees in these events only a more or a less of the same kindL In 
valuing very different states of satisfaction and theimenf« *r 
attainment, man arranges all things m cue scale and sees n them on > 
their relevance for an increase in his own sat.s f acn<m. 1. h. ■ » 
faction derived from food and that derived {rom '' C ™W 
a work of art are, in acting man’s judgment, a more ' 

urgent need; valuation and action place them m one sea e of « ha 
more intensively desired and what is less. For acting nan there ex s 
primarily nothing but various degrees of relevance and urgency 
regard to his own well-being. ... nr M Qnlv 

Quantity and quality are categories of 

considered scarce and treated as means. Because the effccs « 
things are able j'l'/sa,,, quantity and 

'quality a C r n; always to 

£-S^f h=^~ L th, does imt imp, that 
it attaches the same value to the various pornon .f *«PPl> ° 
homogeneous means Jib*£Ihese orders 

of rank canTad libitum interchanged among the various portions of 
the same magnitude. 
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If acting inan has to decide betw een two or more means of different 
classes, he grades the individual portions of each of them. He assigns 
to each portion its special rank. In doing so he need not assign to the 
various portions of the same means orders of rank which immediately 
succeed one another. 

The assignment of orders of rank through the valuation is done 
only in acting and through acting. How great the portions are to 
which a single order of rank is assigned depends on the individual and 
unique conditions under which man acts in cverv case. Action does 
not deal with physical or metaphysical units which it values in an 
abstract academic way; it is always faced with alternatives between 
which it chooses. I he choice must always be made between definite 
quantities of means. It is permissible to call the smallest quantity 
which can be the object of such a decision a unit. But one must guard 
oneself against the error of assuming that the valuation of the sum of 
such units is derived from the valuation of the units, or that it repre¬ 
sents the sum of the valuations attached to these units. 


A man owns five units of commodity a and three units of commod¬ 
ity b. He attaches to the units of .? the rank-orders i, 2, 4, 7, and 8, to 
rhe units of b the rank-orders t . and rt. This means: If he must 
choose between two units of.» and two units of b, he will prefer to lose 
two units of rather than tvv« units of b. But if he must choose be¬ 
tween three units of and two units of b, he will prefer to lose two 
units of b rather than three units of What counts always and alone 
m valuing a compound of several units is the utility of this compound 

« hVX C ~' C " 1 mcrCment in weH-being dependent upon it or, 

r n /y VTl 1 '' "" Pn "'"' cn ' of "ell-bcing which its loss must 
hung about. I here arc no arithmetical processes involved, neither 

uionThch 1 v"" Py, , np; ,hCrC is 3 val “ ali "" the utility dependent 
I"/ v n o ',7 T P ° r,,0n - CO,n P°'"’ d - " r *«PPIV in question, 

nuw I of I;’” tl,,S C °r st S,n,plv: ™ Isal rclcsancc for the re- 
thi c c , coder CSS ‘ ,nan l,clic '« that the services a 

thisfhe u it tv of ,h, r V'" " Upr " VC his ,mn "eM-bcing, and calls 
Is tantamount to ' S 1 onccrncd - K< " P««»l„gy the term utility 

tivc use-value that people refer ,Ten olovi^"’ 5 1 ‘ S C ° ob J cc - 

p ic.cr m employ,ng such terms as the “heat- 
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ing value’* or ‘‘heating power” of coal. Subjective use-value is not 
always based on true objective use-value. There are things to which 
subjective use-value is attached because people erroneously believe 
that they have the power to bring about a desired effect. On the other 
hand there arc things able to produce a desired effect to which no 
use-value is attached because people arc ignorant of this fact. 

Let us look at the state of economic thought which prevailed on 
the eve of the elaboration of the modern theory of value by Carl 
Mcngcr, William Stanley Jevons, and Leon Walras. Whoever wants 
to construct an elementary* theory of value and prices must first 
think of utility. Nothing indeed is more plausible than to assume that 
things are valued according to their utility. But then a difficulty* ap¬ 
pears which presented to the older economists a problem they failed 
to solve. They observed that things whose utility ‘ is greater arc 
valued less than other things of smaller utility. Iron is less appreciated 
than gold. This fact seems to be incompatible with a theory of value 
and prices based on the concepts of utility and use-value. 1 he econ¬ 
omists believed that they had to abandon such a theory and tried to 
explain the phenomena of value and market exchange by other 


tH Only "late did the economists discover that t he apparent paradox 
was the outcome of a vicious formulation of the pro , cm i • 

The valuations and choices that result in the exchange ratios of the 
market do not decide between gold and iron. Acting "wnisnoia 
position in which he must choose between all the gold and . the 
iron. He chooses at a definite time and place under definite commons 
between a strictly limited quantity of gold an a s i c 
quantity of iron. His decision in choosing between •<»><•"' ’ 

gold and ,oo tons of iron does not depend at all on the dec o he 
would make if he were in the highly improbable s.ttiat.on of ch.msmg 
between all the gold and all the iron. What counts alone frlatU 
choice is whether tinder existing conditions he considers l e d, or 
indirect satisfaction which 100 ounces of g° 1 to " 1 - , , 

greater or smaller than the direct or indirect satisfaction be « d de¬ 
rive from ,oo tons of iron. He does not express - •'e dcmic o 
philosophical judgment concerning the “absolute value of g d and 
of iron; he does not determine whether gold or iro M, 
portant for mankind; he docs not perorate as an author of books on 
philosophy of history or on ethical principles. I fc siii.pl> cl oo. c 
tween two satisfactions both of « hich he cannot have mgetber 

To prefer and to set aside and the choices and dccisHins in sc h cl 
they result are not acts of measurement. Action does not 
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utility or value; it chooses between alternatives. There is no abstract 
problem of total utility or total value.* There is no rat,ocmauve oper¬ 
ation which could lead from the valuation of a definite quantity or 
number of things to the determination of the value of a greater or 
smaller quantity or number. There is no means of calculating the 
total value of a supply if only the values of its parts are known. I here 
is no means of establishing the value of a part of a supply if only the 
value of the total supply is known. There are in the sphere of values 
and valuations no arithmetical operations; there is no such thing as 
a calculation of values. The valuation of the total stock of two things 
can differ from the valuation of parts of these stocks. An isolated 
man owning seven cows and seven horses may value one horse higher 
than one cow and may, when faced with the alternative, prefer to 
give up one cow rather than one horse. But at the same time the 
same man, when faced with the alternative of choosing between his 
whole supplv of horses and his whole supply of cows, may prefer 
to keep the cows and to give up the horses. The concepts of total 
utility and total value arc meaningless if not applied to a situation in 
which people must choose between total supplies. The question 
whether gold as such and iron as such is more useful and valuable 
is reasonable only with regard to a situation in which mankind or an 
isolated part of mankind must choose between all the gold and all the 
iron available. 

The judgment of value refers always only to the supply with which 
the concrete act of choice is concerned. A iipply is ex definitione 
always composed of homogeneous parts each of which is capable of 
rendering the same services as, and of being substituted for, any other 
part. It is therefore immaterial for the act of choosing which par¬ 
ticular part forms its object. All parts—units—of the available stock 
are considered as equally useful and valuable if the problem of giving 
up one of them is raised. If the supply decreased by the loss of one 
unit, acting man must decide anew how to use the various units of 
the remaining stock. It is obvious that the smaller stock cannot render 
all the services the greater stock could. That employment of the 
various units which under this new disposition is no longer provided 
for, was in the eyes of acting man the least urgent employment among 
all those for which he had previously assigned the various units of 
the greater stock. 1 he satisfaction which he derived from the use of 
one unit for this employment was the smallest among the satisfactions 


i. It is important to note that this chapter docs not deal with 
values, but with subjective use-value. Prices arc a derivative o 
value. Cf. below. Chapter XVI. 
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rices or market 
subjective use- 
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of his supply of a or onc jm f h PP^ thc tQtal vahic of his stock 
the total value of his total stock Although 

of 4 . He comp.™ the marginal values toh of » .nd <**• ^ *, 

he may value the total supph S thc marg i n al value of 

b, the marginal value of ' * JJ>„‘"cTfor the question of increasing the 
Thc same reasoning holds g acquisition of an additional 

available supply of any commodit) b> the acquis. 

definite number of units ccono „.ics does not need to cm- 

For thc description of these I Neither does it need to resort 

ploy thc terminology of ps>ch< g • fof ; ng t | icm . If we 
to psychological rcasoning an.^^ ^ ^ ^ value attached to a 

say that the acts of choice a| £ chcd to thc concrete wants in 

whole class of wants, but on thcv mav be reckoned, we 

question irrespective of thc c . anJ do m ',t trace it back to 

do not add anything to «ur ledge. This mode of speak- 

some better-known or more g intelligible only if we reniem- 

ing in terms of classes of s' antsj. ccono| , >, thoug hi by the alleged 

her the role played m the hr B()lulvB awcrk had to make use 

paradox of value. Carl Aicng refute the objections raised 

of .ho term "0lB> of^ohuhlo .hoo M be 
by those who considered . , j s mo rc important than the 

cause the class "want of n Today the concept “class of 

class “want of luxurious clothing. for action and there- 

wants” is entirely super uous. . moreover, liable to bring 

fore none for the theory of* *uc^ „ f conccpts and Cassifica- 
about error and uire waning and sense only in the con- 

tion arc mental tools, the) 1 , is nonsensical to arrange 

text of thc theories which utilize then 

^ j A+r Vollcrwiriscbaftslcbre (Vienna, 1871b 

<}d cd - ,nmbruckl ,909) - 1 '• "• 

Classes arc not in *>tc world-'« « ®“ r .juclltn'of whclhcr a certain mode 
in order to organize our kn "" , t ; vc IO ,?,« end or not is different from the 
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various wants into “classes of wants” in order to establish that such 
a classification is of no avail whatever for the theory of value. 

The law of marginal utility and decreasing marginal value is inde¬ 
pendent of Gossen’s law of the saturation of wants (first law of 
Gossen). In treating marginal utility’ we deal neither with sensuous' 
enjoyment nor with saturation and satiety. We do not transcend the 
sphere of praxcological reasoning in establishing the following def¬ 
inition: We call that employment of a unit of a homogeneous supply 
which a man makes if his supply is n units, but would not make if, 
other things being equal, his supply were only n — i units, the 
least urgent employment or the marginal employment, and the 
utility derived from it marginal utility. In order to attain this knowl¬ 
edge we do not need any physiological or psychological experience, 
knowledge, or reasoning. It follows necessarily from our assump¬ 
tions that people act (choose) and that in the first ease acting man has 
// units of a homogeneous supply and in the second ease n — i units. 
Under these conditions no other result is thinkable. Our statement is 
formal and aprioristic and docs not depend on any experience. 

There arc only two alternatives. Ivither there arc or there arc not 
intermediate stages between the felt uneasiness which impels a man 
to act and the state in which there can no longer be any action (be it 
because the state of perfect satisfaction is reached or because man 
is incapable of any further improvement in his conditions). In the 
second ease there could be only one action; as soon as this action is 
consummated, a state would be reached in which no further action is 
possible. I his is manifestly incompatible with our assumption that 
there is action; this ease no longer implies the general conditions pre¬ 
supposed in the category of action. Only the first case remains. But 
then there arc various degrees in the asymptotic approach to the 
state in w hich there can no longer be any action. Thus the law’ of 
marginal utility is already implied in the category of action. It is 
nothing else than the reverse of the statement that what satisfies more 
is preferred to what gives smaller satisfaction. If the supply available 

i units to n units, the increment can be employed 

is less urgent or less painful 


increases from n 


only for the removal of a w ant w hich 

than the least urgent or least painful among all those wants'which 
could be removed by means of the supply i. 

11 - 1 \ of marginal utility does not refer to objective use-value, 
bjcct.vc use-value. It docs not deal with the physical or 


The law 
but to su 


chemical capacity of things to bring about a definite effect in general, 
hut w.th their relevance for the well-being of a man as he himself 
sees under the prevailing momentary -state of his affairs. It does not 
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deal primarily with the value of things, but with the value of the 

utility is about^things and 
their objective use-value, we would be forced to " ^ "e ^ m 

valuable than that of b. Then an mcrcase m the M ua " J> ‘ t( , 

• - ■ -- r-Ktr? .t”-?:— r 

arc available, he can only use the • xvou |d be prepared 

the dampness of the soil. As the o« net of 9 5 logs he, ou.db ^ ^ ^ 

to forsake the raincoat in order to get > P ( A „ an 

,o logs he would not abandon «hc raincoat even for ^ 

whose savings amount to Sioo max no ^ ^ ^ „crc S:.ooo and 
work for a remuneration of $200. ; n divisil»lc good which can- 

he were extremely “^iTidy to perform 

not be bought for IcsstlanS-, 1 • a „ rccincn t with the rightly 
this work for Sioo. All this P which value depends 

formulated law of marginal utility * j ( , UC stion of any 

on the utility of the services expected. I here I 

such thing as a law of increasing uti it\ . neither with Bcr- 

Thc law of marginal utility thc Wcbcr-Fcchncr law. 

noulli’s doctrine de niensura sort generally known 

At the bottom of Bernoulli's contnbut.on -re^the ^ ^ 

and never disputed facts t^ P 1 lirg cnt. and that a rich man 
urgent wants before the\ sat f) j ^ ^ - ^ |h#n „ po(>r man. But 
is in a position to provide hettt truisms arc all wrong. 11c 

the inferences Bernoulli drew ro ™ incrcnicn t in gratification 

developed a mathematical thc w ealth. Mis statement that 

diminishes with the increase in a m n tot incomc is 5.000 

as a rule it is highly probable that for. m^ # ^ ^ ^ ^ 

ducats one ducat means not mot ' , fu , , ct us sct as ide thc ob- 
an income of 2,500 ducats is me ■ coinpiir isons other than cn- 
(cction that there is no means of I 8^ ( ‘ f various people. Ber- 
tirely arbitrary ones between 1 f ,, ^ valuations „f thc same 
noulh's method is no less mat ] • did not scc t hat all 

individual with various amounts of income. 
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rha , can be said about the case in question is that with increasing in¬ 
come every new increment is used for the satisfaction of a want less 
urgently felt than the least urgently felt want already satisfied before 
thfs increment took place. He did not see that in valuing, choosing, 
and acting there is no measurement and no establishment of equiv¬ 
alence, but grading, i.e., preferring and putting aside. T ^" e '' 
Bernoulli nor the mathematicians and economists who adopted h 
mode of reasoning could succeed in solving the paradox of value 
The mistakes inherent in the confusion of the Weber-Fechner I 
of psychophysics and the subjective theory of value have already been 
attacked by Max Weber. Max Weber, it is true, was not sufficiently 
familiar with economics and was too much under the sway of his- 
toricism to get a correct insight into the fundamentals of economic 
thought. But ingenious intuition provided him with a suggestion of 
a way toward the correct solution. The theory of marginal utility, 
he asserts, is “not psychologically substantiated, but rather if an 
epistemological term is to be applied—pragmatically, i.e., on the 
employment of the categories: ends and means.” 5 

If a man wants to remove a pathological condition by taking a def¬ 
inite quantity of a remedy, the intake of a multiple will not bring 
about a better effect. The surplus will have either no effect other than 
the appropriate dose, the optimum, or it will have detrimental effects. 
The same is true of all kinds of satisfactions, although the optimum 
is often reached only by the application of a large dose, and the point 
at which further increments produce detrimental effects is often far 
awav. This is so because our world I. a wc» 1 of causality and of 
quantitative relations between cr'-’sc ana effect, lie who wants to 
remove the uneasiness caused by •*’ ing in a room with a temperature 
of 35 degrees w ill aim at heating the room to a temperature of 65 or 
70 degrees. It has nothing to do with the Wcbcr-Fcchncr law that he 
docs not aim at a temperature of 180 or 300 degrees. Neither has it 
anything to do with psychology. All that psychology can do for the 
explanation of this fact is to establish as an ultimate given that man 
as a rule prefers the preservation of life and health to death and sick¬ 
ness. What counts for praxcology is only the fact that acting man 
chooses between alternatives. That man is placed at crossroads, that 

4. Cf. Daniel Bernoulli, Versncb drier neiicn Thcoric zttr Bcstinnnung voji 

Gliicksf alien, trans. bv Pringshcim (Leipzig. pp. ff, 

5. Cf. Max Weber, Ges.mmicltc luls.uzc :nr M'issenschjfttlehre (Tubingen, 
192;), p. *72. also p. 149. The term "pragmatical’* as used by Weber is of course 
liable to bring about confusion. It is inexpedient to employ it for anything 
other than the philosophy of Pragmatism. If Weber had known the term 

praxcology,” he probably would have preferred it. 
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originated from the mistake of loo mg° > . n itsc if |f t h c 
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a do P «d of explaining of 
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other thing. 

2 . Thc Law of Returns 

- . :. t i K effects brought about by an cco- 

Quantitative definiteness « s G f t | ic first order (con- 

nomic good means with rcgari to ^ 8 rf about _cither in a def- 

sumers’ goods): a quantity . of effect. With regard to thc 

inite period of time or at all a qi • j > j t niC ans: a quantity l> 

goods of the higher orders (produce, goods) ^ J cmnplc . 

of cause brings about a quantity / ^ „f effect; only the con- 
mentary cause c contributes I - j „ Q f ,| K good of thc 

certed effects * and 7 bring ?bou ^^ies: * a^d c of the 
first order />. There are .n th|sD. 
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in thc highest value of % the opt... .f several values of c result in 

,. , . , , f P thcn we call that the optimum which results 

this highest value of —» tnen 

b . L . If ,hc two complementary goods arc 
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employed in the optimal r. , - usc . V aluc, is fully utilized; 

their power to produce, their <> ) ; from this optimal com- 

no fraction of them is wasted. If » c dev. 
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bination by increasing the quantity of C without changing the quan¬ 
tity of B, the return will as a rule increase further, but not in pro¬ 
portion to the increase in the quantity of C. If it is at all possible to 
increase the return from p to p,, by increasing the quantity of one 
of the complementary factors only, namely by substituting cx for 
r, x being greater than i, we have at any rate: p, > p and p,c < pcx. 
For if it were possible to compensate any' decrease in b by a cor¬ 
responding increase in c in such a way that p remains unchanged, the 
physical power of production proper to B would be unlimited and 
B would not be considered as scarce and as an economic good. It 
would be of no importance for acting man w hether the supply of B 
available were greater or smaller. Even an infinitesimal quantity r of 
B would be sufficient for the production of any' quantity of D, pro¬ 
vided the supply of C is large enough. On the other hand, an in¬ 
crease in the quantity of B available could not increase the output of 
I) if the supply of (' docs not increase. The total return of the process 
would be imputed to C; B could not be an economic good. A thing 
rendering such unlimited services is. for instance, the knowledge of 
the causal relation implied. The formula, the recipe, that teaches 11s 
how to prepare coffee, provided it is known, renders unlimited 
services. It docs not lose anything from its capacity to produce how¬ 
ever often it is used; its productive power is inexhaustible; it is there¬ 
fore not an economic good. Acting man is never faced with a situation 
in w hich he must choose between the use-value of a known formula 
and any other useful thing. 

I Ik law of returns asserts that for the combination of economic 


goods of the higher orders (factors of production) there exists an 
optimum. If one deviates from this optimum l>\* increasing the input 
of only one of the factors, the physical output either docs not in¬ 
crease at all or at least not in the ratio of the increased input. This 
law , as has been demonstrated above, is implied in the fact that the 
quantitative definiteness of the effects brought about by any eco¬ 
nomic good is a necessary condition of its being an economic good. 

I hat there is such an optimum of combination is all that the law 
of returns, popularly called the law of diminishing returns, teaches. 
I here arc many other questions which it does not^ answer at all and 
w Inch can only be solved a posteriori by experience. 

If the effect brought about by one of the complementary factors 
.s indivisible, the optimum is the only combination w hich results in 
the- outcome aimed at. In order to dye a piece of wool to a definite 
shade, a dcfin.te quant.,y of dye is required. A greater or smaller 
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quantity would frustrate the aim sought. He who has more coloring 

matter must leave the surplus unused. He who has a smaller quant, 
matter must .c diminishing return results in 

effect there is Zn proportional increase 

K£ a machine 

lubricant is needed. Whether an increase: oI ubr.c ^ c m . 

mum increases the can only be 

crease in the amount applied, or b 

ascertained by technological CN^ncncc questions, (,) 

The law of returns docs not answer J ut ‘ is cap;1 blc of 

Whether or not the opt,mum dose ,s ^h ^ ^ ^ thcrc js a rigi d 

producing the effect sough . (- amomt „f the variable factor 
limit above wh.ch any mere. ^ ^ brough t about 

is quite useless. 13) '' hc * nc lim in d the increase in out- 

by progressive deviation from t c <>1 optimum result in 

P*brigh. .bo* by proB-o W'” 1 '* „*pu, f" “< 
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overpopulation and unde I ^ >f thc , a J of returns to a special 
rived from it arc the appl supplv of human labor, othci 

problem. They deal with change h f((1 . political considerations. 

factors being equal. Bc«is P 1 , fhcv follg ht with passion but 
wanted to reject the Malthus . • rcturns —hich. incidentally, 

with faulty arguments agaimr« k ^ rcturns of thc use of capital 
they knew only as the law . ncc ,| pay any attention to 

and labor on land. 1 oda> w (> f rctlir ns is not limited to the use 
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of complementary factors P , histor j ca i and experimental 
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never consider expanding the size of his farm. He would be in a posi¬ 
tion to multiply indefinitely the return of any piece of soil by multi¬ 
plying his input of capital and labor. ....... 

People have sometimes believed that, while the law of diminishing 
returns is valid in agricultural production, with regard to the process¬ 
ing industries a law of increasing returns prevails. It took a long time 
before they realized that the law of returns refers to all branches of 
production equally. It is faulty’ to contrast agriculture and the process¬ 
ing industries with regard to this law. What is called in a very 
inexpedient, even misleading terminology—the law of increasing re¬ 
turns is nothing but a reversal of the law of diminishing returns, an 
unsatisfactory formulation of the law of returns. If one approaches 
the optimum combination by increasing the quantity of one factor 
only, the quantity of other factors remaining unchanged, then the 
returns per unit of the variable factor increase cither in proportion 
to the increase or even to a greater extent. A machine may, when 
operated by 2 workers, produce p; when operated by 3 workers, 3 p; 
when operated by 4 workers, 6 p; when operated by 5 workers, 7 p; 
when operated by 6 workers, also not more than 7 p. Then the em¬ 
ployment of 4 workers renders the optimum return per head of the 

worker, namely p, while under the other combinations the returns 


per head arc respectively p. p ,p and —- p. If, instead of 2 workers, 

3 or 4 workers arc employed, then the returns increase more than in 
relation to the increase in the number of workers; they do not increase 
in the proportion 2:3:4, but in the proportion 1:3:6. VVe arc faced 
with increasing returns per head of the worker. But this is nothing 
else than the reverse of the law of diminishing returns. 

If a plant or enterprise deviates from the optimum combination of 
the factors employed, it is less efficient than a plant or enterprise 
for which the deviation from the optimum is smaller. Both in agri¬ 
culture and in the processing industries many factors of production 
are not perfectly divisible. It is, especially in the processing industries, 
for the most part easier to attain the optimum combination by ex¬ 
panding the size of the plant or enterprise than by restricting'*. If 
the smallest unit of one or of several factors is too large to allow for 
its optimal exploitation in a small or medium-size plant or enter¬ 
prise, the only way to attain the optimum is by increasing the out- 
in S size. It is these facts that bring about the superiority of big-scale 
production. I he full importance of this problem will be shown later 
in discussing the issues of cost accounting. 
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3. Human Labor as a Means 
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ferred to travail. People work only when they value the return of 
labor higher than the decrease in satisfaction brought about by the 
curtailment of leisure. To work involves disutility. 

Psychology and physiology may try to explain this fact. There 
is no need for praxeology to investigate whether or not they can 
succeed in such endeavors. For praxeology it is a datum that men are 
eager to enjoy leisure and therefore look upon their own capacity 
to bring about effects with feelings different from those with which 
they look upon the capacity of material factors of production. Man 
in considering an expenditure of his own labor investigates not only 
whether there is no more desirable end for the employment of the 
quantity of labor in question, but no less whether it would not be 
more desirable to abstain from any further expenditure of labor. 
We can express this fact also in calling the attainment of leisure an 
end of purposeful activity, or an economic good of the first order. 
In employing this someu hat sophisticated terminology, we must view 
leisure as any other economic good from the aspect of marginal util¬ 
ity. We must conclude that the first unit of leisure satisfies a desire 


more urgently felt than the second one, the second one a more urgent 
desire than the third one, and so on. Reversing this proposition, we 
get the statement that the disutility of labor felt by the worker in¬ 
creases in a greater proportion than the amount of labor expended. 

1 lowcvcr, it is needless for praxeology to study the question of 
whether or not the disutility of labor increases in proportion to the 
increase in the quantity of labor performed or to a greater extent. 
(Whether this problem is of any importance for physiology and 
psychology, anil whether or not these sciences can elucidate it, can 
be left undecided.) At any rate the worker knocks off work at the 
point at which he no longer considers the utility of continuing work 
as a sufficient compensation for the disutility Of the additional ex¬ 
penditure of labor. In forming this judgment he contrasts, if we 
disregard the decrease in yield brought about by increasing fatigue, 
each portion of working time with the same quantity of product as 
the preceding portions. But the utility of the units of yield decreases 
with the progress of the labor performed and the increase in the 
total amount of yield produced. The products of the prior units of 


tota amount of yield produced. The products of the prior units of 
working time have provided tor the satisfaction of more important 
needs than the products of the work performed later. The satis- 
lact.on of these less important needs may not be considered as a 
suthcent reward for the further continuation of work, although they 
a.e compared with the same quantities of physical output. 


. ■ . ..in pm sicai output 
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matter whether the disutility of labor is proportional to the total 
expenditure of labor or whether it increases to a greater extent than 
the time spent in working. At any rate, the propensity to expend the 
still unused portions of the total potential for work decreases othc 
things being equal, with the increase in the portions already ex¬ 
pended. Whether this decrease in the readiness to work mo j 

with a more rapid or a less rapid acceleration, is always a question of 
economic data, not a question of catcgori.il principles. 

The disutility attached to labor explains why m die cm, w 
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physical productivity of labor brought about by ccm< I g> 
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general It is a fundamental mistake not to see that men and their 
abilities to work are different. The work a certain individual can 
perform is more suitable for some ends, less suitable for other ends, 
and altogether unsuitable for still other ends. It was one of the de¬ 
ficiencies of classical economics that it did not pay enough attention 
to this fact and did not take it into account in the construction of 
its theory of value, prices, and wage rates. Men do not economize 
labor in general, but the particular kinds of labor available. Wages 
are not paid for labor expended, but for the achievements of labor, 
which differ widely in quality and quantity. The production of each 
particular product requires the employment of workers able to per¬ 
form the particular kind of labor concerned. It is absurd to justify 
the failure to consider this point by reference to the alleged fact 
that the main demand for and supply of labor concerns unskilled 
common labor which even* healthy man is able to perform, and that 
skilled labor, the labor of people with particular inborn faculties 
' and special training, is by and large an exception. There is no need 
to investigate whether conditions were such in a remote past or 
whether even for primitive tribesmen the inequality of inborn and 
acquired capacities for work was the main factor in economizing 
labor. In dealing with conditions of civilized peoples it is impermis¬ 
sible to disregard the differences in the quality of labor performed. 
Work which various people arc able to perform is different be¬ 
cause men arc born unequal and because the skill and experience 
they acquire in the course of their lives differentiate their capacities 
still more. 

In speaking of the nonspecific character of human labor we cer¬ 
tainly do not assert that all human labor is of the same quality. What 
we want to establish is rather that the differences in the kind of labor 
required for the production of various commodities are greater than 
the differences in the inborn capacities of men. (In emphasizing this 
point we are not dealing w ith the creative performances of the genius; 
the work of the genius is outside the orbit of ordinary human action 
and is like a free gift of destiny which comes to mankind overnight.® 
We furthermore disregard the institutional barriers denying some 
groups of people access to certain occupations and the training they 
require.) 1 he innate inequality of various individuals does not break 
up the zoological uniformity and homogeneity of the species man 
to such an extent as to divide the supply of labor into disconnected 
sections. 1 hus the potential supply of labor available for the per- 
formance of each particular kind of work exceeds the actual demand 

6. See below, pp. 138-140. 
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for any production other than that of p. If 49 a and 2,000 b are avail¬ 
able, no more than 7 p can be produced. The available supply of a 
determines the extent of the use of b. Only a is considered an eco¬ 
nomic good; only for a are people ready to pay prices; the full price 
of p is allowed for 7 units of a. On the other hand b is not an economic 
good and no prices arc allowed for ir. There are quantities of b which 
remain unused. 

We may try to imagine the conditions within a world in which all 
material factors of production arc so fully employed that there is no 
opportunity to employ all men or to employ all men to the extent that 
they arc ready to work. In such a world labor is abundant; an in¬ 
crease in the supply of labor cannot add any increment whatever to 
the total amount of production. If we assume that all men have the 
same capacity and application for work and if we disregard the disutil¬ 
ity of labor, labor in such a world would not be an economic good. 
If this world were a socialist commonwealth, an increase in population 
figures would be deemed an increase in the number of idle consumers. 
If it were a market society, wage rates paid would not be enough to 
prevent starvation. Those seeking employment would be ready to 
go to work for any wages, however low, even if insufficient for the 
preservation of their lives. They would be happy to delay for a while 
death by starvation. 


I here is no need to dwell upon the paradoxes of this hypothesis and 
to discuss the problems of such a world. Our world is different. Labor 
is more scarce than material factors of production. We arc not deal¬ 
ing at this point with the problem of optimum population. We arc 
dealing only with the fact that there arc material factors of produc¬ 
tion which remain unused because the labor required is needed for 
the satisfaction of more urgent needs. In our world there is no abun¬ 
dance, but a shortage of manpower, and there arc unused material 
factors of production, i.c., land, mineral deposits, and even plants and 
equipment. r 

Thts state of affairs could be changed bv such an increase in popula¬ 
tion figures that all material factors required for the production of 
the foodstuffs indispensable in the strict meaning of the word—for 
the presets ation of human life arc fully exploited. But as long as this 
s not the case it cannot he changed by anv improvement intechno- 

f hods’of oml° • Pr,H Utt i' m ' Thc su * lst ‘ tut i°n of more efficient 
methods of production for less efficient ones does not render labor 
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Sometimes a superficial observer may believe that labor performed by 
other people gives rise to immediate gratification because he himself 
would like to engage in a kind of play which apparently imitates the kind 
of labor concerned. As children play school, soldiers, and railroad, so 
adults too would like to play this and that. They think that the railroad 
engineer must enjoy operating and steering his engine as much as they 
would if they were permitted to toy with it. On his hurried way to office 
the bookkeeper envies the patrolman who, he thinks, is paid for leisurely 
Strolling around his beat. But the patrolman envies the bookkeeper who, 
sitting on a comfortable chair in a well-heated room, makes money by some 
scribbling which cannot seriously be called labor. Vet the opinions of 
people who misinterpret other people's work and consider it a mere pas¬ 
time need not be taken seriously. 


There arc, however, also instances of genuine immediately gratifying 
labor. There arc some kinds of labor of which, under special conditions, 
small quantities provide immediate gratification. But these quantities arc so 
insignificant that they do not play any role at all in the complex of human 
action and production for the satisfaction of wants. Our world is char¬ 
acterized bv the phenomenon of the disutility of labor. People trade the 
disutility-bringing labor for the products of labor; labor is for them a 
source of mediate gratification. 

If a special kind of labor gives pleasure and not pain, immediate gratifica¬ 
tion and not disutility of labor, no wages are allowed for its performance. 
On the contrary, the performer, the "worker." must buy the pleasure and 
pay for it. Hunting game was anti is for many people regular disutility- 
creating labor. But there are people for whom it is pure pleasure. In Europe 
amateur hunters buy from the owner of the hunting-ground the right to 
shoot a definite number of game of a definite tvpc. The purchase of this 
right is separated from the price to be paid for the bag. If the two pur¬ 
chases arc linked together, the price by far exceeds rhc'priccs that can be 
obtained on the marker for the bag. A chamois buck still roaming on the 
precipitous rocks has therefore a higher cash value than later when killed, 
brought down to the valley, and ready for the utilization of the meat, the 
skin, and the horns, although strenuous climbing and some material must 
be expended for its killing. One could say that one of the services which a 

kilhngh ,S t0 rCndCF is t0 P rovidc rhc h "™ r with the pleasure of 
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pered by his functions at the court of Weimar. But certainly he would not 
have accomplished more in his official duties as minister of state, theatre 
manager, and administrator of mines if he had not written his plays, poems, 
and novels. 

It is, furthermore, impossible to substitute other people s work for that 
of the creators. If Dante and Beethoven had not existed, one would not 
have been in a position to produce the Divina Conmiedia or the Ninth 
Symphony by assigning other men to these tasks. Neither society nor 
single individuals can substantially further the genius and his work. The 
highest intensity of the “demand” and the most peremptory order of the 
government are ineffectual. The genius does not deliver to order. Men 
cannot improve the natural and social conditions which bring about the 
creator and his creation. It is impossible to rear geniuses by eugenics, to 
train them by schooling, or to organize their activities. But, of course, one 
can organize society in such a way that no room is left for pioneers and 
their path-breaking. 

The creative accomplishment of the genius is an ultimate fact for praxc- 
ology. It comes to pass in history as a free gift of destiny. It is by no means 
the result of production in the sense in which economics uses this term. 


4. Production 


Action, if successful, attains the end sought. It produces the product. 

Production is not an act of creation; it docs not bring about some¬ 
thing that did not exist before. It is a transformation of given ele¬ 
ments through arrangement and combination. The producer is not a 
creator. Man is creative only in thinking and in the realm of imagina¬ 
tion. In the world of external phenomena he is only a transformer. 
All that he can accomplish is to combine the means available in such 
a w ay that according to the laws of nature the result aimed at is bound 
to emerge. 


It was once customary to distinguish between the production of 
tangible goods and the rendering of personal services. The carpenter 
w ho made tables and chairs w as called productive; but this epithet 
was denied to the doctor whose advice helped the ailing carpenter to 
recover his capacity to make tables and chairs. A differentiation was 
made between the doctor-carpenter nexus and the carpenter-tailor 
nexus. I he doctor, it was asserted, docs not himself produce; he makes 
a living from what other people produce, he is maintained by car¬ 
penters and tailors. At a still earlier date the French Physiocrats con¬ 
tended that all labor was sterile unless it extracted something from 
the soil. Only cultivation, fishing and hunting, and the working of 
mines and quarries were in their opinion productive. The processing 
industries did not add to the value of the material employed any- 
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Production is alteration of the given according to the designs of 
reason. These designs—the recipes, the formulas, the ideologies—are 
the primary thing; they transform the original factors both human 
and nonhuman—into means. Man produces by dint of his reason; he 
chooses ends and employs means for their attainment. The popular 
saying according to which economics deals with the material condi¬ 
tions of human life is entirely mistaken. Human action is a manifesta¬ 
tion of the mind. In this sense praxeology can be called a moral science 
(G eistes'wissenschaft ). 

Of course, we do not know what mind is, just as we do not know 
what motion, life, electricity are. Mind is simply the word to signify 
the unknown factor that has enabled men to achieve all that they 
have accomplished: the theories and the poems, the cathedrals and 
the symphonies, the motorcars and the airplanes. 
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Action Within the Framework of Society 


VIII. HUMAN SOCIETY 


i. Human Cooperation 

S ociety is concerted action, cooperation. , , • 

Society is the outcome of consc.ous and purposeful bcha .or. 

This does not mean that individuals have concluded comr 
virtue of which thev have founded human society. 1 he actions 
have^rough't"about social cooperation and daily bring « ^out *ncw 
do not aim at anything else than cooperation and c«d u anc> u th 
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treatment of such problems, it would be hopeless to embark upon 
speculations concerning these matters. 

Within the frame of social cooperation there can emerge between 
members of society feelings of sympathy and friendship and a sense 
of belonging together. These feelings are the source of man’s most 
delightful and most sublime experiences. They are the most precious 
adornment of life; they lift the animal species man to the heights of 
a really human existence. However, they are not, as some have as¬ 
serted, the agents that have brought about social relationships. They 
are fruits of social cooperation, they thrive only within its frame; 
they did not precede the establishment of social relations and are not 
the seed from which they spring. 

The fundamental facts that brought about cooperation, society, 
and civilization and transformed the animal man into a human being 
are the facts that work performed under the division of labor is more 
productive than isolated work and that man's reason is capable of 
recognizing this truth. But for these facts men would have forever 
remained deadly foes of one another, irreconcilable rivals in their 
endeavors to secure a portion of the scarce supply of means of sus¬ 
tenance provided by nature. Each man would have been forced to 
view all other men as his enemies; his craving for the satisfaction of 
his own appetites would have brought him into an implacable con¬ 
flict with all his neighbors. No sympathy could possibly develop under 
such a state of affairs. 


Some sociologists have asserted that the original and elementary 
subjective fact in society is a “consciousness of kind.” ‘ Others main¬ 
tain that there would be no social systems if there were no “sense of 
community or of belonging together." 2 One may agree, provided that 
these somewhat vague and ambiguous terms arc correctly inter¬ 
preted. \\ c may call consciousness of kind, sense of community, or 
sense of belonging together the acknowledgment of the fact that all 
other human beings arc potential collaborators in the struggle for 
survival because they are capable of recognizing the mutual benefits 
of cooperation, while the animals lack this faculty. However, we 
must not forget that the primary facts that bring about such con¬ 
sciousness or such a sense arc the two mentioned above. In a hypo¬ 
thetical world in which the division of labor would not increase 
productivity, there would not be any society. There would not be 
any sentiments of benevolence and good will.’ 

The principle of rhe division of labor is one of the great basic prin- 
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triples of cosmic becoming and evolutionary change. I lie biologists 
were right in borrowing rhe concept of the division of labor from 
social philosophy and in adapting it to their held of mvcsnganon. 
There is division of labor between the various parts of am living 
organism. There are. furthermore, organic entities composed of col¬ 
laborating animal individuals; it is customary to call mctaphoricallN 
such aggregations of the ants and bees "animal societies. But one 
must never forget that the characteristic feature o human society ,s 
purposeful cooperation; society is an outcome of human act,on, 
of a conscious aiming at the attainment of ends. No such clcn ent > 
present, as far as we can ascertain, in the processes w hich l av - 
suited in the emergence of the structure-function sv « ' 
and animal bodies and in the operation of the societies of ■ - 

and hornets. Human society is an intellectual and spiritual phe n 
non. It is the outcome of a purposeful utilization of a univ crs law 
determining cosmic becoming, vi/.. the higher pmduct v t > 

division of labor. As with every instance of action, the ecog, n ». 
the laws of nature is put into the service of man s efforts to improve 

bis conditions. 

2. A Critique of the Holistic and Metaphysical 
View of Society 

According to the doctrines of universalis,,, cmKcptua^tMlism. 
holism, collectivism, and some representatives of C.cs f 
society is an entity living its ow n life, independent ' -l f ' r 
fr(im ihe lives of ^ ^ 

thr'individuair fhen. of course, an antagoniw,, b«^n^amjs of 

society and those of its members can emerge. In orduon a egiur l 
the flow ering and ^^Sv^,X3 to compcTthcm to 

all these holistic doctrines arc bound to a >a thcoloijical or 

of human science and logical reasoning and to to theologica ■ , 

. • I r wstAc of faith They* must assume that » ro\ klUKc, 

metaphysical prof««on‘ «fa«!*• »' lcadcrs . forces men 

through its prophets, aposnes. and thcir „w „ ends. 

who arc constitutionally wickta, i.c., \ t Weltueist or 

to walk in the ways of righteousness which the Lord or If Ut k c,st 

history wants them to walk. . * tl% r - . _ • 

This is the philosophy which has character,zed from tin e m- 

memorial the creeds of primitive tribes. It has been an element m all 
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religious teachings. Man is bound to comply with the law issued by 
a superhuman power and to obey the authorities which this power 
has entrusted with the enforcement of the aw. The order created by 
this law, human society, is consequently the work of the Deity and 
not of man. If the Lord had not interfered and had not given en¬ 
lightenment to erring mankind, society would not have come into 
existence. It is true that social cooperation is a blessing for man; it is 
true that man could work his way up from barbarism and the moral 
and material distress of his primitive state only within the framework 
of society. However, if left alone he would never have seen the road 
to his own salvation. For adjustment to the requirements of social 
cooperation and subordination to the precepts of the moral law put 
heavy restraints upon him. From the point of view of his wretched 
intellect he would deem the abandonment of some expected advan¬ 
tage an evil and a privation. He would fail to recognize the in¬ 
comparably greater, but later, advantages which renunciation, of 
present and visible pleasures will procure. But for supernatural revela¬ 
tion he would never have learned what destiny wants him to do for 
his own good and that of his offspring. 

The scientific theory as developed by the social philosophy of 
eighteenth-century rationalism and modern economics docs not re¬ 
sort to any miraculous interference of superhuman powers. Every 
step by which an individual substitutes concerted action for isolated 
action results in an immediate and recognizable improvement in his 
conditions. The advantages derived from peaceful cooperation and 
division of labor arc universal. They immediately benefit every gen¬ 
eration, and not only later descendants. For what the individual must 
sacrifice for the sake of society he is amply conpensatcd by greater 
advantages. His sacrifice is only apparent and temporary; he foregoes 
a smaller gain in order to reap a greater one later. No reasonable be¬ 
ing can fail to see this obvious fact. When social cooperation is in¬ 
tensified by enlarging the field in which there is division of labor or 


when legal protection and the safeguarding of peace arc strengthened, 
the incentive is the desire of all those concerned to improve their own 
conditions. In striving after his own—rightly understood—interests 
the individual works toward an intensification of social cooperation 
and peaceful intercourse. Society is a product of human action, i.e., 
the human urge to remove uneasiness as far as possible. In order to 
explain its becoming and its evolution it is not necessary to have 
recourse to a doctrine, certainly offensive to a truly religious mind, 
according to which the original creation was so defective that reiter¬ 
ated superhuman intervention is needed to prevent its failure. 
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The historical .ole of the theory of *e dh™ of jabot - 

stituted an autonomous rational moral.t) for the nc. c ^ ^ 
intuitionist ethics of^olderdays, -au^ ^ ° unf ^ omMc dcC rccs 0 f 
social institutions arc no longc yardstick that must 

Heaven. They are of human, on£.. and> hunwn wcl- 

be applied to them is that o P * pj at ; lls titia, pereat mun- 
fare. The utilitarian economist does not sty Tmg ‘ ; ^ a man to 

dus. He says: Fiat just.t.a »c pereat Hc adviscf him to 

renounce his well-being for t c )ci a ' rc j n his eves God s 

recognize what his rightly un crst °° interference with sundry 

, in -Hs? """"" " i,h 

reason and the urge toward the pursuit <> “jJJ , iwic co Ucctivistic, 
The essential problem of all \ ar.ctics 01 do , nizc the 

and holistic social phi osopln >=•• , , hc legitimate 

true law, the authcnt.c apost c ofGod^ ^ ^ ^ and each 

authority. For many claim j p or t |, c faithful believer 

of these prophets piodjo jno 1 B c £^ dc|U that hc has espoused 
there cannot be an> doubt, | • , thc f irm ncss of such beliefs 

the only true doctrine. But it ’>• P•, Eac |, party is prepared 

that renders the antagonisms irrcconu^ , ^ umentation cannot 

to make its own tenets Ts no means left for 

decide between vanous dissent ’ armcd conflict. The non- 

thc settlement of such dispu cs soc j a | doctrines must beget 

rationalist, nonutilitarian, ant no . ■ annihilated or sub- 

s*B5r.s:.. k . 

j. Many economists. among providential care of 

Hence they atlm.rcd in the- tacts \ crilics blame them for this attitude, 

“the great Director of Nat • hal fo snccr aC t hc references to the m- 

Howcvcr. these cr,, '“ b,v»|W«« the essential teachings of the rationalist and 
visible hand does not «£*>■«? [ L musf compr chcnd that thc alternative is this: 
utilitarian social philosophy because it best serves thc aims of the m- 

F.ithcr association is a human P™ U.nW tl.c.t.seU cs have the ability to realize 
dividuals concerned andItlw imd ^ ^ ^ lo life in social cooperation 

thc advantages they dense reluctant men subordination to thc law ami 

Or a superior whether one calls this su- 

tlic soc.al Mihonii^ U* ^ Hl s,orv. Wottn. or Producmc torccs 

Kh« , Sflc G o~ .»inbo US aposdes. ,hc dioafors. 
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and wars, as is the history of the present-day counterfeit religions, 
socialism, statolatry, and nationalism. 

Intolerance and propaganda by the executioner's or the soldier's 
sword arc inherent in anv system of heteronomous ethics. The laws 

w m 

of God or Destiny claim universal validity, and to the authorities 
which they declare legitimate all men by rights owe obedience. As 
long as the prestige of heteronomous codes of morality and of their 
philosophical corollary, conceptual realism, was intact, there could 
not he any question of tolerance or of lasting peace. When fighting 
ceased, it w as only to gather new strength for further battling. The 
idea of tolerance w ith regard to other people's dissenting view s could 
rake root only when the liberal doctrines had broken the spell of 
universalism. In the light of the utilitarian philosophy, society and 
state no longer appear as institutions for the maintenance of a world 
order that for considerations hidden to the human mind pleases the 
Deity although it manifestly hurts the secular interests of manv or 
even of the immense majority of those living today. Society* and 
stare are on the contrary the primary means for all people to attain 
the ends they aim at of their own accord. They arc created by human 
effort and their maintenance and most suitable organization are a 
task not essentially different from all other concerns of human action. 
I he supporters of a heteronomous morality and of the collcctivistic 
doctrine cannot hope to demonstrate b\ ratiocination the correct¬ 
ness of their specific variety of ethical principles and the superiority 
and exclusive legitimacy of their particular social ideal. They arc 
forced to ask people to accept credulously their ideological system 
and to surrender to the authority they consider the right one; they 
are intent upon silencing dissenters or upon bearing them into sub¬ 


mission. 


Of course, there will always l.e individuals and croups of individ¬ 
uals whose intellect is so narrow that thev cannot crasp the benefits 
winch social cooperation brings them. There are others w hose moral 
strength and w ill pow er arc so w eak that thev cannot resist the tempta¬ 
tion to strive tor an ephemeral advantage bv actions detrimental 
O the smooth functioning of the social system. V«r the adjustment of 
the ndn , d" , l to the requirements of social cooperation demands 
w critices. I hese are, „ is true, only temporary and apparent sacri¬ 
fices as this are more than compensated for bv the hu-nmnnmhlv 


>y the incomparably 
m society provides. I lowcver, at 


oiupcns; 

greater ad\ antages w Inch living w jrlu 

the instant, in the very act of renouncing an expected enjoyment, 
hes aie painful, and „ is not for everybody to* realize their later 
benefits and to behave accordingly. Anarchism believes that educa- 
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tion could make all people comprehend what their ow n ^ 

quire them to do; rightly instructed they would of their w cc 
always comply with the rules of conduct md.spensablc for the pre- 
ervation of society. The anarchists contend that a 
which nobody enjoys privileges at the expense of h s 
could exist without any compulsion and coercion f 1 

of action detrimental’to society. Such an Klea soc en could*, 
without state and government; i.c., without a police force, the 
apparatus of coercion and compulsion. i c uc 

The anarchists overlook the undeniable f»«. h t people are 
either too narrow-minded or too "? a k to a ) , • that cvcrv 

taneously to the conditions of social life. • ven ^ thc go()d ,; f 
sane adult is endowed with the facu > f? remains the 

social cooperation and of acting accor mg \. rce t | ul 

problem of the infants, the aged, and the insane. •. 8 , . 

L who .CCS antisocial!)- *»“ 

need of care. But as long as not all ^ taken | cst they jeopard- 

infants and the senile some P r “' “ ,j , c cxposc d to the mercy of 

SSS^d or govcrn - 

ment. . - i ^ nn aratus of compulsion and 

State or government is the** l . W N „ individual is 

coercion. It has the monopoly . . f .1 government has 

f~ » - violence or <h. .hrc, of . 

not accorded this right to him. I ’ relations. However, tor 
for the preservation of to crush the onslaughts 

rhe preservation of peace it must oc \ j 

^.K'SSdoctrine. based on the 

and economics, sees the: problem o t ic■«* ^ univcnM | isl „ and 

ment and those ruled from a dilfc • ^ , u) arc always a 

collectivism. Liberalism realizes t not supported bv the 

minority, cannot lastingly remainWhatever the system of 
consent of the majority of those rv i c . j( js bu ilt and rests 

government may be. the foundat 1^ <>|)cv anJ t „ bc loyal to this 
is always the opinion of those ru ^ tban insurrection and 

government better serves their > ritv has the power to 

the establishment of another reg , uses this power w hen- 

d„ ..... .vi.h .n L «■ m -ho 

ever it becomes convinced that its 
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long run there is no such thing as an unpopular government. Civil war 
and revolution arc the means by which the discontented majorities 
overthrow rulers and methods of government which do not suit 
them. For the sake of domestic peace liberalism aims at democratic 
government. Democracy is therefore not a revolutionary’ institution. 
On the contrary, it is the very means of preventing revolutions and 
civil wars. It provides a method for the peaceful adjustment of gov¬ 
ernment to the will of the majority. When the men in office and their 
policies no longer please the majority of the nation, they will—in the 
next election—be eliminated and replaced by other men espousing 
different policies. 

The principle of majority rule or government by the people as 
recommended by liberalism docs not aim at the supremacy of the 
average or common man. It certainly docs not mean, as some critics 
assert, the advocacy of the rule of the mean, of the low bred, of the 
domestic barbarians. The liberals too believe that a nation should be 


ruled by those best fitted for this task, lhit they believe that a man’s 
ability to rule proves itself better by convincing his fellow-citizens 
than by using force upon them. 1 here is, of course, no guarantee that 
the voters will entrust office to the most competent candidate. But 
no other system could offer such a guarantee. If the majority of the 
nation is committed to unsound principles and prefers unworthy 
office-seekers, there is no remedy other than to try to change their 
mind by expounding more reasonable principles and recommending 
better men. A minority w ill never win lasting success by other means. 

L'nivcrsalism and collectivism cannot accept this democratic solu¬ 
tion of the problem of government. In their opinion the individual 
in complying with the ethical code docs not directly further his 
earthly concerns but. on the contrary, foregoes the attainment of his 
ow n ends for the benefit of the designs of the Deity or of the col¬ 
lective whole. Moreover reason alone is not capable of conceiving 
the supremacy ot the absolute values anil the unconditional validity 
ol the sacred law and of interpreting correctly the canons and com¬ 
mandments. Hence it is in their eyes a hopeless task to try to con¬ 
vince the majority through persuasion and to lead them to righteous¬ 
ness by amicable admonition. Those blessed by heavenly inspiration, 
to w hom their charisma has com eyed illumination, have the duty 
to propagate the gospel to the docile and to resort to violence against 
the intractable. 1 he charismatic leader is the Deity’s vicar, the man- 
datory of the collective whole, the tool of history, lie is infallible 
and always right. His orders arc the supreme norm.* 

Tnivcrsalism and collectivism arc by necessity systems of theocratic 
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government. The common characteristic of all their varieties is that 
they postulate the existence of a superhuman entity which the in¬ 
dividuals are bound to obey. What differentiates them from one 
another is only the appellation they give to this entity and ^ content 
of the laws they proclaim in its name. The dictatorial rule of a minor¬ 
ity cannot find any legitimation other than the appeal to n alleged 
mandate obtained from a superhuman absolute authority - h 
matter whether the absolute ruler bases h,s claims on the divine rights 
of anointed kings or on the historical mission o the: vanguard-f the 
proletariat or whether the supreme being is called Gcitt ( d 
Humanite (Auguste Comte). The terms society and state a they • 
used by the contemporary advocates of socialism. P'"™* 
control of all the activities of individuals signify a dc ty ■ P 
of this new creed ascribe to their idol all those atmbutes£ Inch tlhe 
theologians ascribe to God-omnipotence, omniscience, infinite good 

ness, 2nd so on> . . « t t.. individual's 

If one assumes that there exists above and beyo from 

actions an imperishable entity aiming at its own ends, c ' 

those of mortal men, one has already constructed he concept ot . 
superhuman being. Then one cannot ex a' c t ic «J or 

take precedence whenever an antagonism -cs those of t . 

society or those of the individual, 'he « n s conceived 

already implied in the very concept o s • / cx j stcncc of 

by collectivism and univcrsalism. I one ■ than the 

an entity which ex definition is higher no bier.and bette ^ ^ 

individuals, then there cannot he an> dou^ jniliv iduals. 

eminent being must tower abo\c 1 . u ix Stirncr 4 — 

(It is true that some lovers of paradox— ” r in ' * j for n || that 

took pleasure in turning the m«ter upside ^ is an 

asserted the precedence of the indix u u. . qualities 

entity endowed with volition and intention ^ c ' non . 

attributed to it by the collectivist 
sensical to set the shabby individual s tr.xlal b 

dcsi g ns - . , , r „ r a || collectivist doctrines bc- 

The quasi-thcolog.cal char * ct “ ‘ A co || cc ,ivist doctrine docs 
comes manifest in their mutual co • ihstracto; it always 

„c, »er, rhe superiority o( J, 

proclaims the eminence of a defin ^ rc | cg atcs them to a sub¬ 
denies the existence of other such i S idol. The 

urdinsre >„d enciil.ry p-.-» O., 

4. Cf. Max Stirncr (Johann Kaspar Schmidt), 
by S. T. Byington (New York. i9°7V 
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worshipers of the state proclaim the excellence of a definite state, 
i.c., their own; the nationalists, the excellence of their own nation. 
If dissenters challenge their particular program by heralding the 
superiority of another collectivist idol they resort to no objection 
other than to declare again and again: We arc right because an inner 
voice tells us that we are right and you arc wrong. The conflicts of 
antagonistic collectivist creeds and sects cannot be decided bv ratio¬ 
cination; they must be decided by arms. The alternatives to the 
liberal and democratic principle of majority rule are the militarist 
principles of armed conflict and dictatorial oppression. 

All varieties of collectivist creeds are united in their implacable 
hostility to the fundamental political institutions of the liberal system: 
majority rule, tolerance of dissenting views, freedom of thought, 
speech, and the press, equality of all men under the law. This col¬ 
laboration of collectivist creeds in their attempts to destroy free¬ 
dom has brought about the mistaken belief that the issue in present- 
day political antagonisms is individualism versus collectivism. In fact 
ir is a struggle between individualism on the one hand and a multitude 
of collectivist sects on the other hand whose mutual hatred and 
hostility is no less ferocious than their abomination of the liberal 


system. It is not a uniform Marxian sect that attacks capitalism, but a 
host of Marxian groups. 1 hese groups—for instance. Stalinists, Trot¬ 
skyists, Mensheviks, supporters of the Second International, and so 
on—fight one another with the utmost brutality and inhumanity. 
And then there arc again many other noi.-Marxian sects which apply 
ihe same atrocious methods in their mutual struggles. A substitution 
of collectivism for liberalism would result in endless bloody fighting. 

I he customary terminology misrepresents these things entirely. 
I he philosophy commonly called individualism is a philosophy of 
social cooperation and the progressive intensification of the social 
nexus. On the other hand the application of the basic ideas of col¬ 
lectivism cannot result in anything but social disintegration and the 
perpetuation ot armed conflict. It is true that every'"variety of col¬ 
lectivism promises eternal peace starting with the day of its own 
decisive victory and the final overthrow and extermination of all 
...her Kicolog.es and their supporters. However, the realization of 
these plans .s cond,turned upon a radical transformation in mankind. 
Men must he divided ...to two classes: the omnipotent godlike dictator 
on the one hand and the masses « hich must surrender volition and 
reasoning in order to become mere chessmen in the plans of the 
dictator.. I he masses must be dehumanized in order to make one 
n.an .he.r godlike master. Thinking and acting, the foremost char- 
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acteristics of man as man, would become the privilege of one man 
only. There is no need to point out that such designs are unrealizable. 
The chiliastic empires of dictators arc doomed to failure, they have 
never lasted longer than a few years. We have just witnessed the 
breakdow n of several of such “millennial" orders. Those remaining 

will hardly fare better. , ( 

The modern revival of the idea of collectivism, the main cause o 
all the agonies and disasters of our day, has succeeded so thorough!) 
that it has brought into oblivion the essential ideas of liberal social 
philosophy. Today even many of those favoring democratic insti¬ 
tutions ignore these ideas. The arguments they bring forward forthe 
justification of freedom and democracy arc taintc w it i to «• 
errors; their doctrines arc rather a distortion than an endorse nent of 
true liberalism. In their eves majorities arc alw ays right simp \ 
cause they have the power to crush any opposition; ina, «.nt) ndt 
is the dictatorial rule of the most numerous party, and the r g 
majority is not bound to restrain itself in the cscrc.se » • s pov c 
and in'the conduct of political affairs. As soon as a f t in as 
succeeded in w inning the support of the majority of ut«m ..nd 
thereby attained control of the government m.c . which 

deny to the minority all those democratic rights by means of n Inch 
it itself has previously carried on its ow n struggle for supc< > • 

This pseudo-liberalism is. of course, the very 't . Ms th 
liberal doctrine. The liberals do not maintain that >na)ont.es arc 
godlike and infallible; they do not contend that the me ^ 

policy is advocated by the many is a proof <> l,lc miioritv 

mon w eal. They do not recommend the dictatorship of the mjnj, 

and the violent oppression of dissenting minorities. 

at a political constitution w hich safeguards the 0 

social cooperation and the progressive mtcnsihcatum of mum. 

cial relations. Its main objective is the avoidance of ' 

of wars and revolutions that must disintegrate conditions of 

tion of men and throw people back into the prim.me «nd t,ms o 

barbarism where all tribes and political bodies ^ 
another. Because the division of labor requires 
liberalism aims at the establishment of a system «> y 
is likely to preserve peace, viz-, democrat) . 

Vraxeolo%y and Liberalism 

Liberalism is a political doctrine. 11 l^vcconon’lcs to def- 

the theories developed by praxcologv and \ 

initc problems of human action within -socict). 
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As a political doctrine liberalism is not neutral with regard to values and 
the ultimate ends sought by action. It assumes that all men or at least the 
majority of people are intent upon attaining certain goals. It gives them 
information about the means suitable to the realization of their plans. The 
champions of liberal doctrines are fully aware of the fact that their teach¬ 
ings arc valid only for people who arc committed to these valuational 
principles. 

While praxeologv, and therefore economics too, uses the terms hap¬ 
piness and removal of uneasiness in a purely formal sense, liberalism at¬ 
taches to them a concrete meaning. It presupposes that people prefer life 
to death, health to sickness, nourishment to starvation, abundance to 
poverty. It teaches man how to act in accordance with these valuations. 

It is customary to call these concerns materialistic and to charge liberal¬ 
ism with an alleged crude materialism and a neglect of the “higher” and 
“nobler" pursuits of mankind. Man docs not live by bread alone, say the 
critics, and they disparage the meanness and despicable baseness of the 
utilitarian philosophy. However, these passionate diatribes arc wrong be¬ 
cause they badly distort the teachings of liberalism. 

First: The liberals do not assert that men ought to strive after the goals 
mentioned above. What they maintain is that the immense majority prefer 
a life of health and abundance to misery, starvation, and death. The cor¬ 
rectness of this statement cannot be challenged. It is proved by the fact 
that all antilibcral doctrines—the theocratic tenets of the various religious, 
statist, nationalist, and socialist parties—adopt the same attitude with re¬ 
gard to these issues. I hey all promise their followers a life of plenty. They 
have never ventured to tell people that the realization of their program 
will impair their material well-being. They insist— >n the contrary—that 
while the realization of the plans of their n. : parties will result in in¬ 
digence for the majority, they themsv want to provide their supporters 
\s ith abundance. I he Christian partk re no less eager in promising the 
masses a higher standard of living than the nationalists and the socialists. 
Present-day churches often speak more about raising wage rates and farm 
incomes than about the dogmas of the Christian doctrine. 

Secondly: The liberals do not disdain the intellectual and spiritual aspira- 
tions of man. On the contrary. They arc prompted by a passionate ardor 
for intellectual and moral perfection, for wisdom and' for aesthetic excel¬ 
lence. But their view of these high and noble things is far from the crude 
representations of their adversaries. They do not share the naive opinion 
that any system of social organization can directly succeed in encouraging 
philosophical or scientific thinking, in producing masterpieces of art and 
literature and in rendering the masses more enlightened. They realize 
that all that society can achieve in these fields is to provide an environment 
which does nor put insurmountable obstacles in the way of the genius and 
makes the common man free enough from material concerns to be¬ 
come interested in things other than mere breadwinning. In their opinion 
the foremost social means of making man more human is to fight poverty. 
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Wisdom and science and the arts thrive better in a world of affluence than 
among needy peoples. 

It is a purposeful distortion of facts to blame the age of liberalism tor 
an alleged materialism. The nineteenth century was not only a century or 
unprecedented improvement in technical methods of production and in 
the material well-being of the masses. It did much more than extend the 
average length of human life. Its scientific and artistic accomplishments 
are imperishable. It was an age of immortal musicians, writers, poets, 
painters, and sculptors; it revolutionized philosophy, economics, mathe¬ 
matics, physics, chemistry, and biology. And. for the hrs, time in history, 
it made the great works and the great thoughts accessible to the common 

man. 

Liberalism and Religion 

Liberalism is based upon a purely rational and scientific theory of social 
cooperation. The policies it recommends are the application of » *> ■«• 
of knowledge which docs not refer in any way to sentimen s. 
creeds for which no logically sufficient proof can >c pro' u c • . 

experiences, and the personal awareness of superhuman phenomena. In 
this sense the often misunderstood and erroneously interpreted cp. hets 
atheistic and agnostic can be attributed to it. It would, ho ^e b 
serious mistake to conclude that the sciences of human action a,^ c 
policy derived from their teachings, liberalism, are antn u's ^ U 

to religion. They are radically opposed to all systems ' - ' ^ 

they are entirely neutral with regard to religious be fiefs »h.ch*> m>M « 
tend to interfere with the conduct of social, politics . am y 
Theocracy is a social system which lays clam, to a super ui « ««le ft* 
its legitimation. The fundamental law of ai theoc ratic ^ logical 

not open to examination by reason and to 

methods. Its ultimate standard is intuition prow mg c n , iu j 

jective certainty about things which cannot be conceived reason a. ^ 

ratiocination. If this intuition refers to one o * ,c lrn ' 1 " R j f t h c 
teaching concerning the existence of a U.vine Cre.*^ Mcr^of t ^ 

universe, we call it a religious belief. If it need not 

it a metaphysical belief. 1 hus a system of tl b ij j t maV 

be founded on one of thc great historical re »g '<>™• *> dj j | c hurchcs 
be thc outcome of metaphysical tenets ^^^Seistic and 
and denominations and take pride in en | b , j t | lcoC ratic 

antimetaphysica. character. In 

parties are opposed to Chr.stumty^nj" £ thcoer a,ic is their 

from Jewish monotheism. \* hat cliarat 1 ,• r i COIl . 

craving to organize the earthly affairs of mankind according to the c, n 

tents of a complex of ideas whose validity cannot £ 

reasoning. They pretend that thc,r 'I ‘The ideas maintained by 

charismatic leaders have been 
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entrusted bv a mystical higher power with the office of managing the 
affairs of erring mankind. They alone are enlightened; all other people are 
either blind and deaf or malefactors. 

It is a fact that many varieties of the great historical religions were af¬ 
fected by theocratic tendencies. Their apostles were inspired by a craving 
for power and the oppression and annihilation ot all dissenting groups. 
However, we must not confuse the two things, religion and theocracy. 

William James calls religious "the feelings, acts and experiences of in¬ 
dividual men in their solitude, so far as they apprehend themselves to 
stand in relation to whatever thev mav consider the divine." He enumcr- 
arcs the following beliefs as the characteristics of the religious life: That 
the visible world is part of a more spiritual universe from which it draws 
its chief significance; that union or harmonious relation w ith that higher 
universe is our true end; that prayer or inner communion with the spirit 
thereof—be that spirit “God" or “law"—is a process wherein work is 
really done, and spiritual energy flows in and produces effects, psychologi¬ 
cal or material, w ithin the phenomenal world. Religion, James goes on to 
say. also includes the following psychological characteristics: A new zest 
w hich tuiJs itself like a gift to life, and takes the form either of lyrical 
enchantment or of appeal to earnestness and heroism, and furthermore an 
assurance of safety and a temper of peace, and. in relation to others, a pre¬ 
ponderance of loving affection/’ 


I his characterization of mankind s religious experience and feelings does 
not make any reference to the arrangement of social cooperation. Religion, 
as James sees it. is a purely personal and individual relation between man 
and a holy, mysterious, and awe-inspiring divine Reality. It enjoins upon 
man a certain mode of individual conduct. Rut it docs not assert anything 
w ith regard to the problems of social organization. St. ITancis d*Assisi, the 
greatest religious genius of the West, did not concern himself with politics 
and economics, lie wanted to teach his disciples how to live piously; he 
did not draft a plan for the organization of production and did not urge 
his followers to resort to \iolencc against dissenters. 1 Ic is not responsible 
for the interpretation of his teachings by the order he founded. 

Liberalism puts no obstacles in the way of a man eager to adjust his per¬ 
sona! conduct and his private affairs according to the mode in w hich he 
individually or Ins church or denomination interpret the teachings of the 
mspcls. Rut it is radically opposed to all endeavors to silence the rational 
discussion of problems of social welfare by an appeal to religious intuition 
and revelation. It does not enjoin divorce nr the practice of birth control 
upon an\ bod> . But at fights those w ho w ant to prevent other people from 


freely discussing the pros and cons of these matters 

In the liberal opinion the ahr. of the moral law is to impel individuals to 
adjust their conduct to the requirements of life society, to abstain from 


>. W. James, The Varieties of Religions 

v ork. 1925), p. 51. 

Ibid., pp. 4H5-4K6. 
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all acts detrimental to the preservation of peaceful social cooperation and 
to the improvement of interhuman relations. They welcome the support 
which religious teachings may give to those moral precepts of w h ' ch ,he > 
themselves approve, but they are opposed to all those norms " h, « h arc 
bound to bring about social distintegration from whatever souri 

ma it ha'distortion of fact to say, as many champions of religious theocracy 
do, that liberalism fights religion. Where the principle of etawthinter¬ 
ference with secular issues is in force, the various churches, denomination 
and sects are fighting one another. By separating church and ^ate.l.beral 
ism establishes peace between the various religious factions ai fc 
each of them the opportunity to preach us gospel unmolcste . 

Liberalism is rationalistic. It maintains that ,t » P°«W of 

the immense majority that peaceful cooperation within the 
society better Serves their rightly understood 'nterests h . nuu 

battling and social disintegration. It has full confidence n n an s reason^lt 
may bf that this optimism is unfounded and that the liberals have erred. 
But then there is no hope left for mankind s future. 

3. The Division of Labor 

The fundamental social phenomenon is the division of labor and 

its counterpart human cooperation. . . efficient 

division of labor increases output per unit of labor expended. 

natural facts are: . , , r »,«: r ,i>ilitv to 

First: the innate inequality of men w it ' rc g* distribution of 

perform various kinds of labor. Second: "n the sur- 

the nature-given, nonhuman °PP or ' unl "“ "J two facts as one 

face of the earth. One mav as "dl c . f . , rc w hich makes 
and the same fact, namely, the mamfo c n ss surface w ere 

,hc universe . empire of VrZZtlZZZ. « every 

such that the physical conditions of pr< circle to 

point and if one man were as equal to a 11 division of 

another with the same diameter in Euchdian gconwtr). 

labor would not offer any advantages or^ac t y w hose 

There is still a third fact, ynr... tha man and requires the 

accomplishment exceeds the force h an cxpcni jjcure of labor 

joint effort of several. Some of them | * jtv „. ork j s not 

«hich no single man can perform, bee. h by individuals; 

great enough. Others again could- be ac j 
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but the time which they would have to devote to the work would 
be so long that the result would only be attained late and would not 
compensate for the labor expended. In both cases only joint effort 
makes it possible to attain the end sought. 

If only this third condition were present, temporary cooperation 
between men would have certainly emerged. However, such tran¬ 
sient alliances to cope with specific tasks which are beyond the 
strength of an individual would not have brought about lasting social 
cooperation. Undertakings which could be performed only in this 
way were not very numerous at the early stages of civilization. More¬ 
over, all those concerned may not often agree that the performance in 
question is more useful and urgent than the accomplishment of other 
tasks which they could perform alone. The great human society en¬ 
closing all men in all of their activities did not originate from such oc¬ 
casional alliances. Society is much more than a passing alliance con¬ 
cluded for a definite purpose and ceasing as soon as its objective is 
realized, even if the partners arc ready to renew it should an occasion 
present itself. 

The increase in productivity brought about by the division of labor 
is obvious whenever the inequality of the participants is such that 
every individual or every piece of land is superior at least in one 
regard to the other individuals or pieces of land concerned. If A is fit 
to produce in i unit of time 6 p or 4 <7 and B only 2 p y but 8 q y they 
both, when working in isolation, will produce together 4 p + 6 q; 
when working under the division of labor, each of them producing 
only that commodity in whose production he is more efficient than 
his partner, they will produce 6 p -f 8 q. lint what will happen, if A 
is more efficient than B not only in *i>c production of p but also in the 
production of q? 

This is the problem which Rican/ raised and solved immediately. 

4. 1 he Ricardian Law of Association 

Ricardo expounded the law of association in order to demonstrate 
what the consequences of the division of labor arc when an individual 
or a group, more efficient in every regard, cooperates with an in¬ 
dividual or a group less efficient in every regard. I Ic investigated the 
effects of trade between two areas, unequally endowed by nature, 
under the assumption that the products, but not the workers and the 
accumulated factors of future production (capital goods), can freely 
move from each area into the other. The division of Tabor between two 
such areas will, as Ricardo s law shows, increase the productivity of 
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labor and is therefore advantageous to all concerned, even if the 
physical conditions of production for any commodity arc more 
favorable in one of these two areas than in the other It is advanta¬ 
geous for the better endowed area to concentrate its efforts upon the 
production of those commodities for which its superiority is greater, 
and to leave to the less endowed area the production of other goods in 
which its own superiority is less. The paradox that it is more advanta¬ 
geous to leave more favorable domestic conditions ol production un¬ 
used and to procure the commodities they could produce from^areas 
in which conditions for their production are less favorable, i the < « - 
come of the immobility of labor and capital, to which the more fa- 
vorablc places of production arc inaccessible. mMr +r\ve 

Ricardo was fully aware of the fact that us law of P C 
cost, which he expounded mainly in order to deal with ^Rcual, r 
lem of international trade, is a particular instance ot the more 

versal law of association. _ . . » c fl . r r i w 

If A is in such a wav more efficient than B that he 
production of , unit of the commodity p 3 'ours compared 
5, and for the production of . unit of ./ * hours comp ^ 

4, then both will gain if A confines himself to pmdue, ng - ami U 

B to produce p. If each of then, gives 6o hours to produe ? > J 

hours'to producing ,, the result of A > labor is jo P + 

izp+ 1 5 q; and for both together, 3: p +4$ 1A . _ ° | M)UIS , 

fines himself to producing q alone, he P r<K ' 1 * IC , [ j t , K . s;11)K . 

while B, if he confines himself to producing / • 1 

time 24 p. The result of their activities ,s then 24 p + « hieh. I 

has for A a substitution ratio of \q and for B one of 4 •/• a 

1 ■ , Therefore it is manifest that the divi- 

largcr output than 32 p + 45 < 7 - 1 “ in it . Collaboration 

sion of labor brings advantages to all ' '^Xstr"..., with the levs 

of the more talented, more able, and n.-fit for both The 

talented, less able, and less industrious results in ben .6 for both. 

gains derived from the division of '“^prchcn'l the tendencies which 
The law of association makes us eomprehc . u jon. We 

resulted in the progressive i " tcn “ fi “t , ‘* cnnsil J. r t |, c mselves 

conceive what incentive induced P iarion of lhc liinite.1 supply 

simply as rivals in a struggle for the a| J 1 Wc rc-1 |j /c what 

of means of subsistence made as a. • t . onsort with 

has impelled them and permanently mpe s j on 

one another for the ^^K ^Sn J labor serves the 
way to a more developed nir.cic ot , rchcn j why man did not 

interests of all participants. In order t e | 
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remain solitary, searching like the animals for food and shelter for 
himself only and at most also for his consort and his helpless infants, 
we do not need to have recourse to a miraculous interference of the 
Deity or to the empty hypostasis of an innate urge toward associa¬ 
tion. Neither are we forced to assume that the isolated individuals or 
primitive hordes one day pledged themselves by a contract to estab¬ 
lish social bonds. The factor that brought about primitive society 
and daily works toward its progressive intensification is human action 
that is animated by the insight into the higher productivity of labor 
achieved under the division of labor. 


nor ethnology nor any other branch of knowl¬ 
edge can provide a description of the evolution which has led from 
tlie packs and flocks of mankind's nonhunian ancestors to the primi¬ 
tive, vet already highly differentiated, societal groups about which 
information is provided in excavations, in the most ancient documents 
of history, and in the reports of explorers and travelers who have met 
savage tribes. The task with which science is faced in respect of the 
origins of society can only consist in the demonstration of those 
factors w hich can and must result in association and its progressive 
intensification. Praxcology solves the problem. If and as far as labor 
under the division of labor is more productive than isolated labor, and 
if and as far as man is able to realize this fact, human action itself 
tends tow ard cooperation and association; man becomes a social be¬ 
ing not in sacrificing his own concerns for the sake of a mythical 
Moloch, society, but in aiming at an improvement in his own wcl- 
fare. I xpcncncc reaches that this c .ion-higher productivity 

2r: r c r c ; visi,,n hb,,r -" p«~«« **««« i t p s 

f T," and ,hc inc, ! ,,alit .V in the geographical dis- 
the "“"'P* 1 production-is real. Thuswc are in 

a position to comprehend the course of social evolution. 


(■'"■re," Errors ( ^,cerm„ K the Law of Association 

to rcfutc « ° b ' ccd ° n 

under free trade u ill l.c the f„, | . 1 protectionist asks: What 

any kind of production are le-s favlr ,l,|c .hi' n ''' C Conditions for 

in a world in which there Llrc c r. litv n ^ tOU,UrieS? 

tret mobility not only for products, but no 
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less for capital goods and for labor, a country so little suited for produc¬ 
tion would cease to be used as the scat of any human industry. pcop c 
fare better without exploiting the-comparatively unsat.sfactory- P h> st¬ 
eal conditions of production offered by this country, they will not settle 
here and will leave it as uninhabited as the polar regions the umdras mi 
the deserts. But Ricardo deals with a world whose conditions rc . c - 
mined by settlement in earlier days, a world in which capital goods and 
labor are bound to the soil by definite institutions. In such ai mheufr 
trade, i.e., the free mobility of commodities only, cannot “ 

state of affairs in which capital and labor arc distributed on'esurfee- 
the earth according to the better or poorer physical opportun ic affordc 
to the productivity of labor. Here the law of comparative cos »" 
operation. Each country turns tow ard those branches of 1 ^ '' n 
which its conditions offer comparatively, although not alwo'utels. 
most favorable opportunities. For the inhabitants o a co • • ■ vhict , 

advantageous to abstain from the exploitation of some oppomm 
—absolutely and technologically-are more propitious and « H» rr 
modities produced abroad" under conditions wh.ch^b^ u.cl nd tcc 
nologicallv—are less favorable than the unused don.c.t.c resources l a. 
case is ana ogous to that of a surgeon who hods ,t convenient to en i. f 
the cleaning of the operating-room and the mstrmnen s a man « hnm hs 

excels in this performance also and to devote himsc ■ 

in which his superiority is higher. . . . value 

The theorem of comparative cost is in no way 
theory of classical economics. It does not: d«' ^ ^ ^ pr(11 „, sitilllls 

It is an analytic judgment; the conclusion P ...» NV j t h regard to 

that the technically movable factors of pro’ u f"" itutiHnaUv restricted in 
their productivity in various places and . correctness of it> 

their mobility. The theorem, without prejudice to the correc :n^ ^ ^ 

conclusions, can disregard problems of \:> ^ [VV(( products are 

sort to a set of simple assumptions I he. e ■ ,,, at f ( . r the pro¬ 
to be produced; that these products arc > onc „f ,hcse factors 

duction of each of them two factors arc req jn (hc production of 

(it may be cither labor or capital (>f |hc soil) is different 

both, while the other factor (a specific \ 1 > . j f. 1cto r coin- 

far -h of the two processes; that f of the dif- 

mon to both processes determines the c ,,,Tkc it possible 

ferent factor In the frame of these assumptions !i h«:h mah . 

to establish substitution ratios between the «,.end 

factor and the output, the theorem answ ers i \c<] c | ass j ca | theory of 

The law of comparative cost is as mdependent of tbc c.^ ^ ^ 

value as is the law of returns, which us reas<>' V . sjca | in p Ut an d physical 
we can content ourselves with comparing" th ‘ c out p U , of the same prod- 
output. With the law of returns «e con | • ^ 1 (he HHtput „f two 

uct. With the law of comparative cost ^ )ccausc „e assume that 

different products. Such a comparison is 
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for the production of each of them, apart from one specific factor, only 
nonspecific factors of the same kind arc required. 

Some critics blame the law of comparative cost for this simplification 
of assumptions. They believe that the modern theory of value would re¬ 
quire a reformulation of the law in conformity with the principles of 
subjective value. Only such a formulation could provide a satisfactory con¬ 
clusive demonstration. I lowcvcr, they do not want to calculate in terms 
of money. They prefer to resort to those methods of utility analysis which 
they consider a means for making value calculations in terms of utility. It 
will be shown in the further progress of our investigation that these at¬ 
tempts to eliminate monetary terms from economic calculation arc de¬ 
lusive. Their fundamental assumptions arc untenable and contradictory and 
all formulas derived from them arc vicious. No method of economic cal¬ 
culation is possible other than one based on money prices as determined by 
the market. 7 ' 7 


1 he meaning of the simple assumptions underlying the law of compara¬ 
tive cost is not precisely the same for the modern economists as it was 
lor the classical economists. Some adherents of the classical school con¬ 
sidered them as the starting point of a theory of value in international 
ti.ule. \\ e know now that they were mistaken in this belief. Besides, we 
realize that with regard to the determination of value and of prices there 
,s no difference between domestic and foreign trade. What makes people 
distinguish between the home market and markets abroad is only a dif- 
Icrcnce m the data, i.c., varying institutional conditions restricting the 
mobility of factors of production anti of products b 

1. we do not want to deal with ,he law of comparative cost under the 

c htlm W' I>t,0nS ;,|,|, ‘r C M l,V RKar,1 °- " c '•«*« openly employ money 
w« X ™ r St Tr " prC * ,hc ‘h« a comparison bc- 

r of ' , V f: ! C,or ; " f P»Hl«.c.i„n of various kinds and of the 
, 1 '• mm,s 1 ki, y ls «»achieved without .h C aid of 

we must f ' C ‘" , '" k ' ,hc Mirgcon and his handyman 

-c thc 
order" in! I !!!', ,',‘v‘'" pl "' u hand >‘" ,an *® keep his instrument in good 

with the same investment f° r ) " h j lc in Indi * 
quircci, and if capital goods md , 1 /, * " f f nd for b * da . vs arc rc “ 

t<. India and vice versa, while there h nom n '°)' n | b,c from England 

India in thc production of .7 must rend to l “' !y ° f ,abor ’. wa S c ratcs in 
tion of b 33 V' per cent, of the English iVrh'V^T’ ,n . dlC * >rodl,c " 

thc rates in India would be the couiv-ilenr' f \ ,!- g 1S ‘. rat . C ,s 6 shillings, 
c . , equivalent of 3 shillings in the production 

7. 00c below, pp. 202-210. 
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of a and the equivalent of 2 shillings in the production of /*. Such a dis¬ 
crepancy in the remuneration of labor of the same kind cannot last it 
there is mobility of labor on the domestic Indian labor market. W orkers 
would shift from the production of b into the production of .1; their migra¬ 
tion would tend to lower the remuneration in the .1 industrv and to raise 
it in the b industry. Finally Indian wage rates would be equal in both indus¬ 
tries. The production of .1 would tend to expand and to supplant English 
competition. On the other hand the production of b would become un¬ 
profitable in India and would have to be discontinued, while .1 would ex¬ 
pand in England. The same reasoning is valid if we assume that the dif¬ 
ference in the conditions of production consists also or exclusively in t »c 

amount of capital investment needed. 

It has been asserted that Ricardo s law was valid only for Ins age and is 
of no avail for our time which offers other conditions. Ricardo saw the tin - 
fercncc between domestic trade and foreign trade in differences in the 
mobility of capital and labor. If one assumes that capital, labor, and prod¬ 
ucts arc movable, then there exists a difference between region\ am 
interregional trade only as far as the cost of transportation comes into r ia>. 
Then it is superfluous* to develop a theory of international1 t.ade as dis¬ 
tinguished from national trade. Capital and labor are ism mice o e 
earth’s surface according to the better or poorer conditions which 
various regions offer t„ production. There arc areas more dense > - 

latcd and better equipped with capital, there arc ot ter' . 

latcd and poorer in capital supply. There prevails on the who c • 
tendency toward an equalization of wage rates for t ic same 11 * 

Ricardo, however, starts from the assumption that there is mob lux »l 
capital and labor only within each country, and not ,ctutu . ino . 

countries. He raises the question what the consequences 
bility of products must be under such conditions. ( 1 * crc ,s . 

products* cither, then every country is economically 

and there is no international trade at all.) 1 he theory o t» I • j 

answers this question. Now, Ricardo s assumptions b> am • b . 

for his age. Later, in the course of the nineteenth centun. cu dmoivs 
changed. The immobility of capital and labor gave was. camc 

transfer of capital and labor became more and more tom • 
a reaction. Today capital and labor arc again rcstrictc 

Reality again corresponds to the Ricardian assumptions. tru le 

However, the teachings of the classical theory of trade 

are above any change in institutional conditions. c ) 
the problems involved under any imaginable assumptions. 

5. The Effects of the Division of Labor 

The division of labor is the outcome of man s conscious rcacti n 
the multiplicity of natural conditions. On the ot ' cr ' . 

a factor bringing about differentiation. It assigns to 1 . g 
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graphic areas specific functions in the complex of the processes of 
production. It makes some areas urban, others rural; it locates the 
various branches of manufacturing, mining, and agriculture in dif¬ 
ferent places. Still more important, however, is the fact that it in¬ 
tensifies the innate inequality of men. Exercise and practice of specific 
tasks adjust individuals better to the requirements of their perform¬ 
ance; men develop some of their inborn faculties and stunt the devel¬ 
opment of others. Vocational types emerge, people become specialists. 

The division of labor splits the various processes of production 
into minute tasks, many of which can be performed by mechanical 
devices. It is this fact that made the use of machinery possible and 
brought about the amazing improvements in technical methods of 
production. Mechanization is the fruit of the division of labor, its 
most beneficial achievement, not its motive and fountain spring. 
Power-driven specialized machinery could be employed only in a 
social environment under the division of labor. Every step forward 
on the road toward the use of more specialized, more refined, and 
more productive machines requires a further specialization of tasks. 


6. I he Individual Within Society 

It praxcology speaks of the solitary individual, acting on his own 
behalf only and independent of fellow men, it docs so for the sake of 
a better comprehension of the problems of social cooperation. We 
do not assert that such isolated autarkic human beings have ever lived 
and that the social stage of man s history was preceded by an age of 
independent individuals roaming like animals in search of food. The 
>10 ogical humanization of man's nonhuman ancestors and the emer¬ 
gence of the primitive social bonds were effected in the same process. 
Man appeared on the scene of earthly events as a social being. The 
isolated asocial man is a fictitious construction. 

m^Vr’ir thC P '" nt ° f T" ,,f thc Individual, society is the great 
means .or the attainment of all his ends. The preservation of society 

' I’ Tvt C ” ,,d,t, T " f anV P 1 ™' dividual may want to 
fail to ulio r : h " mcVcr - ^cn the refractorv delinquent who 
so e s' , 7 C ° ndUCt t0 , thc rci l u ' rc, »cnts of life within the 

r n,iss “>■ <>f *• r ,van - 

ar the destruction of society. , .e wants to 

thc ,,, ' nt >' P r,, duccd wealth than the social order assigns 
° would feel miserable if antisocial behavior were to bc- 

mdigcnce,' resulted. " K '' tal>lc ° ,,tCOn,e ' thc rcnir " primitive 
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It is illusory to maintain that individuals in renouncing the alleged 
blessings of a fabulous state of nature and entering into society have 
foregone some advantages and have a fair claim to be indcmnific or 
what they have lost. The idea that anybody would have fared better 
under an asocial state of mankind and is wronged by t e \cr\ cxist 
ence of society is absurd. Thanks to the higher productivity of social 
cooperation the human species has multiplied far beyond the margin 
of subsistence offered by the conditions prevailing in ages uitn a 
rudimentary degree of the division of labor. Fach man cn,oNs a 
standard of living much higher than that of his savage ancestors, 
natural condition of man is extreme povert) an insecurity. 
romantic nonsense to lament the passing of the happy c a\s o P 
tive barbarism. In a state of savagery the complainants would euhe, 
not have reached the age of manhood, or if they a » 1 
have lacked the opportunities and amenities pto\i Cl *•' c . . . 

Jean Jacques Rousseau and Frederick F.ngels, if they had I. cd "k 
primitive state which they describe with nostalgic yearning, uo 
not have enjoyed the leisure required for their studies and to. the 

the privilege of living in spite of sickness or physica * ^ 

animals arc doomed. Their weakness handicaps them in their at¬ 
tempts to find food and to repel aggression on t c P^t o 
mals. Deaf, nearsighted, or crippled savages must P . * himself 

defects do not deprive a man of the opportunity o ) ... j , 
life in society. The majority of our contemporaries \ }w 

some bodily deficiencies which biology consi ers p- t, 
civilization is to a great extent the achievement of 
eliminative forces of natural selection are gre .. . tcn<Js lo 

social conditions. Hence some people say tint ci . 

deteriorate the hereditary qualities of the mem >crs ° • * , 

*■* ^ ™ ::h 

eyes of a breeder intent upon raising a rac . f \?\ ^ thc 

certain qualities. But society is not ast nn »Z X \*n\" standard 
production of a definite type of men. 1 here s biological 

to establish what is desirable and what is unc csira > subjective, 

evolution of man. Any standard chosen is ar utrary ,} . rac j a | 

in short a judgment of value. The terms racial ( ^ 

degeneration are meaningless when not based on definite plans 

‘T‘ ijSL ™. is » fife in -4 no, » « 

of a hunter in virgin forests. 
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The Fa hie of the Mystic Communion 

The praxcological theory of society is assailed by the fable of the mystic 
communion. 

Society, assert the supporters of this doctrine, is not the product of man’s 
purposeful action; it is not cooperation and division of tasks. It stems from 
unfathomable depths, from an urge ingrained in man's essential nature. It 
is, says one group, engrossment bv the Spirit which is Divine Reality and 
participation, by virtue of a r/ttio mystic*i> in God’s power and love. An¬ 
other group sees society as a biological phenomenon; ir is the work of the 
voice of the blood, the bond uniting the offspring of common ancestors 
with these ancestors and with one another, and the mystical harmony be¬ 
tween the ploughman and the soil he tills. 

Thar such psychical phenomena are really felt is true. There arc people 
who experience the unio mystica and place this experience above every¬ 
thing else, and there arc men who arc convinced that they hear the voice 
of the blood and smell with heart and soul the unique scent of the cherished 
soil of their country. I he mystical experience and the ecstatic rapture are 
facts which psychology must consider real, like any other psychical 
phenomenon. I he error of the communion-doctrines does not consist in 
their assertion that such phenomena really occur, but in the belief that they 
are primary facts not dependent on any rational consideration. . 

1 he voice of the blood which brings the father close to his child was not 
heard by those savages who did not know the causal relation between 
cohabitation and pregnancy. Today, as this relation is known to every¬ 
body, a man who has full confidence in his wife’s fidelity may perceive it. 
But if there are doubts concerning the wife’s fidelity, the voice of the blood 
is of no use. Nobody ever ventured to s .t that doubts concerning 
paternity could be resolved by the voice of the blood. A mother who has 
kept watch over her child since its birth can hear the voice of the blood. If 
she loses touch with the infant at an early date, she may later identify it 
by some bodily marks, for instance those moles and scars which once were 
popular with novel writers. But the blood is mute if such observations and 
the conclusions derived from them do not make it speak. The voice of the 
blood, contend the German racists, mysteriously unifies all members of 
the German people. But anthropology reveals tiie fact that the German 
nation is a mixture of the descendants of various races, subraces, and strains 
and not a homogeneous stock descended from a common ancestry. The 
recently german,zed Slav who has only a short time since changed his 
paternal family name for a German-sounding name believes that he is sub¬ 
stantially attached to all Germans. But he docs not experience any such 
inner urge impelling him to join the ranks of his brothers or cousins who 
remained Czechs or Poles. 

The voice of the blood is not an original and primordial phenomenon. 
It .s prompted by rational considerations. Because a man believes that he is 
related to other people by a common ancestry, he develops those feelings 
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and sentiments which are poetically described as the vo.ee of the blood. 

The same is true with regard to religious ecstasy and mysticism of the 
soil. The unio mvstica of the devout mystic is conditioned by familiar,t> 
with the basic teachings of his religion. Only a man who has learned about 
the greatness and glory of God can experience direct communion vmh 
Him Mysticism of the soil is connected with the development of de n e 
geopolitical ideas. Thus it may happen that inhabitants of the plains < r 
seashore include in the image of the soil with which they clam, .0 1 e r- 
ventlv joined and united, mountain districts which are unfamiliar o mem 

and to whose conditions they could not ada,.t themselves. because 

this territory belongs to the political body of which 1_«•> arc 1 * ” j() 

would like to be members. On the other hand they o nn a (>f 

this image of the soil whose voice they claim to hear, nag 1 
a geographic structure very similar to that of their own to 
areas happen to belong to a foreign nation. . t rs thev 

The various members of a nation or linguistic group mi history of 

form arc not always united in friendship ami gooi wi . icssub- 

cvery nation is a record of mutual dislike and even utrc ‘ « T j K . 

divisions. Think of the English and the Scotch, the \ ^ and tlte 
Southerners, the Prussians and the Bavarians It was is|ic 

came such animosities and inspired all members o a na ‘ hich 

group with those feelings of community and 

present-day nationalists consider a natural and origma I c • • 

The mutual sexual attraction of male and female .mhmn« J"."™ 
animal nature and independent of any thin ing an«■ J : ll|crc j s „„ 

missiblc to call it original, vegetative, instinctive, or m> -1 ^ ^ We 

harm in asserting metaphorically that it ma es <» b ■ . j | OXV cver, 

«* 1 < • 4 * — 

neither cohabitation, nor what precedes it . toiscthcr in 

cooperation and societal modes of life. I he amnia s j s not 

mating, but they have not developed soc» and 

merely a product of sexual intercourse. . wav in u hich they 

necessary that parents and children live togc a fnl|li | v orgnniza- 

do in the family. The mating relation need ™ . , ann j np . and acting, 

non. The human family is an outcome of M f ,| M)SC animal 

It is this very fact which distinguishes it radical > 

groups which we call per analog'*"' a "'. 1 " 3 nniunitv is not the source 
The mystical experience of communion or common,t> 

of societal relations, but their product. rommunion is the fable of 

The counterpart of the fable of the my*«l verted 

a natural and original repulsion between r3t from str angcrs and to de- 
an instinct teaches man to distinguish conge n tact\vith members 

test the latter. Scions of noble races abomina ^ ^ incntion ,| lt . f ac t of 
of lower races. To refute this statement 01 ' urc stocks, we must 

racial mixture. As there arc in present-daj 1 - 1 ^ ^ sctllcd 

conclude that between members of the \ a 
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in that continent there was sexual attraction and not repulsion. Millions 
of mulattoes and other half-breeds are living countcrcvidencc to the asser¬ 
tion that there exists a natural repulsion between the various races. 

Like the mystical sense of communion, racial hatred is not a natural 
phenomenon innate in man. It is the product of ideologies. But even if such 
a thing as a natural and inborn hatred between various races existed, it 
would not render social cooperation futile and would not invalidate 
Ricardo's theory of association. Social cooperation has nothing to do with 
personal love or with a general commandment to love one another. People 
do not cooperate under the division of labor because they love or should 
love one another. They cooperate because this best serves their own in¬ 
terests. Neither love nor charity nor any other sympathetic sentiments but 
rightly understood selfishness is what originally impelled man to adjust 
himself to the requirements of society, to respect the rights and freedoms 
of his fellow men and to substitute peaceful collaboration for enmity and 
conflict. 


7. The Great Society 

Not every interhuman relation is ;i social relation. When groups 
of men rush upon one another in a war of outright extermination, 
when men fight against men as mercilessly as they crush pernicious 
animals and plants, there is, between the fighting parties, reciprocal 
ctfect and mutual relation, but no society. Society is joint action and 
cooperation in which each participant secs the other partner's success 
as a means for the attainment of his own. 

I he struggles in which primitive hordes and r-ibes fought one an¬ 
other for w atering places, hunting and fi ^ grounds, pastures and 
boon were such p.t.less w ars of annihilation. They w ere total wars. 
So in the nineteenth century were liu first encounters of Europeans 
w it , the aborigines of territories new K made accessible. But al- 
eady m the primeval age. long before the time of w hich historical 
eco d convey information, another mode of procedure began to 

relations n" P 'T"'" in " ^ rf;lrc *>"* rudiments of social 

whom the> newer before had had any contact, they bcean to take 

the'iVimmebn tha ' ,K ' , ' veen lu,m ™ ‘>^"8*. notwithstanding 

; n •' llUcr arrangement and cooperation is poss¬ 

ible. W ars w ere waged to hurt the foe. but the hostile acts wer no 
onger merciless and pitiless in the full sense of these terms The 
belligerents began ,0 respect certain limits « hich in a stnu-Tagainst 
men-as th Terennated from that against beasts-shoulTnot b^tran- 
scended Above the implacable hatred and the fren/.v of destruction 
and annihilation a societal element began to prevail. The idea emerged 
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that every human adversary should be considered as a potential 
partner in a future cooperation, and that this fact should not be 
neglected in the conduct of military operations. W ar was no longer 
considered the normal state of interhuman relations. People recog¬ 
nized that peaceful cooperation is the best means to carry on the strug¬ 
gle for biological survival. We may even say that as soon as people 
realized that it is more advantageous to enslave the defeated than to 
kill them, the warriors, while still fighting, gave thought to the altei- 
math, the peace. Enslavement was by and large a prelimmars step 

toward cooperation. . 

The ascendancy of the idea that even in war not every act .s to ><-; 
considered permissible, that there are legitimate and illicit acts of 
warfare, that there are laws, i.c., societal relations ups " 1K ' ai 
above all nations, even above those momentarily fighting <>m anot >c , 
has finally established the Great Society embracing all men and all 
nations. The various regional societies were merged into one ecu¬ 


menical society. ... ,.r 

Belligerents who do not wage war savagely in the manne. 

beasts, but according to “human" and social rules of r - 

nounce the use of some methods of destruction in order to attain the 
same concessions on the part of their foes. As far as such ..lies a c 
complied with, social relations exist between the fighting parties I he 
hostile acts themselves are not only asocial, but antisocial. It is a 
mistake to define the term "social relationships in such » ' • > _ 
include actions which aim at other people s anmh.'at.on and t he 
frustration of their actions.* Where the only relations bet 
are those directed at mutual detriment, thcic is neit ie s 

societal relations. . . • 1% 

Society is not merely interaction. 1 here is intcrai 1 

influence-between all parts of the universe: between « ex o^ 

the sheep he devours; between the germ and the man 

the falling stone and the thing upon "hie 1 it > s. . . 

other hand, always involves men acting m cooperation with 
men in order to let all participants attain then own ci t s. 


8 . The Instinct of Aggression and Destruction 

It has been asserted that man is a beast of prev 
natural instincts impel him to fight, to kill, an - > 

tion, in creating unnatural humanitarian la\it\ u 
8 . Such is the terminology used by Leopold von Wto. iAIt^cn.e So~Jo,o K ic 
I Munich, 1924I, I, 10 ff.). 
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from his animal origin, has tried to quell these impulses and appetites. 
It has made civilized man a decadent weakling who is ashamed of 
his animality and proudly calls his depravity true humaneness. In 
order to prevent further degeneration of the species man, it is im¬ 
perative to free him from the pernicious effects of civilization. For 
civilization is merely a cunning invention of inferior men. These 
underlings arc too weak to be a match for the vigorous heroes, they 
arc too cowardly to endure the well-deserved punishment of com¬ 
plete annihilation, and they arc too lazy and too insolent to serve the 
masters as slaves. Thus they have resorted to a tricky makeshift. They 
have reversed the eternal standards of value, absolutely fixed by the 
immutable laws of the universe; they have propagated a morality 
which calls their own inferiority virtue and the eminence of the 
noble heroes vice. This moral rebellion of the slaves must be undone 
by a transvaluation of all values. The ethics of the slaves, this shameful 
product of the resentment of weaklings, must be entirely discarded; 
the ethics of the strong or, properly speaking, the nullification of 
any ethical restriction must be substituted for it. Man must become 
a worthy scion of his ancestors, the noble beasts of davs gone by. 

It is usual to call such doctrines social or sociological Darwinism. 
We need not decide here whether this terminology is appropriate 
or nor. At any rate it is a mistake to assign the epithets evolutionary 
and biological to teachings which blithely disparage the whole of 
mankind’s history from the ages in which'man began to lift himself 
above the purely animal existence of his nonhuman ancestors as a 


continuous progression toward degt oration and decay. Biology docs 
not provide any standard for the appraisal of chaiigcs occurring 
within living beings other than whether or not these changes suc¬ 
ceeded in adjusting the individuals to the conditions of their environ¬ 
ment and thereby in improving their chances in the struggle for 
suiMval. It is a tact that civilization, when judged from this point of 
\ 'CM, is to be considered a benefit and not an evil. It has enabled man 
o hold Ins n in the struggle against all other living beings, both the 
»«g >casts of prey and the even more pernicious microbes; it has mul- 
.phed man s means of sustenance; it has made the average man taller, 
mo e agile and more versatile and it has stretched his average length 

1 m I,'' I 1 S,VCn , c C " nc,,ntcs,cd nuwccrv of the earth! it 
has multiplied popular,on figures and raised the standard of living to 

a Icvc! never dreamed o. hy the crude cave duellers of prehistoric 

ages It ,s true that this evolution stunted the development of certain 

mac ks and gifts u Inch were once useful in the struggle for survival 

and have lost thc.r usefulness under changed condition's. On the other 
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hand it developed other talents and skills which arc indispensable 
for life within the frame of society. However, a biological and evo¬ 
lutionary view must not cavil at such changes. For primitive man 
hard fists and pugnacity were as useful as the ability to be clever at 
arithmetic and to spell correctly arc for modern man. It is quite 
arbitrary and certainly contrary to any biological standard to cal 
only those characteristics which were useful to primitive man natural 
and adequate to human nature and to condemn the talents and skills 
badly needed by civilized man as marks of degeneration and bio¬ 
logical deterioration. To advise man to return to the physical and 
intellectual features of his prehistoric ancestors is no more reasonable 
than to ask him to renounce his upright gait and to grow a tai a S a1 ”- 
It is noteworthy that the men who were foremost in extolling the 
eminence of the savage impulses of our barbarian forefathers « ere s 
frail that their bodies would not have come up to t ic requiremen s 
"dangerous living.” Nietzsche even before his mental breakdou n w. s 
so sickly that the only climate he could stand was that of the Eng d„ 
valley and of some Italian districts. He would not have been m 
position to accomplish his work if civilized soc ' et V no I 
tccted hiS delicate nerves against the roughness o i c. ie 1 . 

of violence wrote their books under the sheltering roof of bourgeon 
security" which they derided and disparaged, hey were free o pub¬ 
lish their incendiary sermons because the liberalism which hey 
scorned safeguarded freedom of the press. They ««' 1 . ... • 

desperate if they had had to forego the blessings of the ‘ " 

scorned by their philosophy. And what a special c '' '‘ 
writer Georges Sorel, who went so far in h,s praise of ' u'a' t - 
blame the modern system of education for wca cning 

tendencies toward violence! 9 . L illi.ur ind 

One may admit that in primitive man the propcnsi \ 
destroying and the disposition for cruelty were inn.i • • ^ 

assume that under the conditions of earlier ages t ie 
aggression and murder was favorable to the 
was once a brutal beast. (There is no need to 

historic man was a carnivore or a herbivore.) u bccn a 

get that he was physically a weak animal; he » . . „ ith a 

match for the big beasts of prey if he had not been hat 

peculiar weapon, reason. The fact that man is a it»onabl being tha 
he therefore does not yield without inhibitions to every impulse but 
arranges his conduct according to reasonable c i ,c ’ . 

be called unnatural from a zoological point of view. Rational conduct 

9. Georges Sorel. Reflexions sur la violence (3d cd.. Pans. i 9 >>). P- l 6 9 - 
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means chat man, in face of the fact that he cannot satisfy all his im¬ 
pulses, desires, and appetites, foregoes the satisfaction of those which 
he considers less urgent. In order not to endanger the working of 
social cooperation man is forced to abstain from satisfying those de¬ 
sires whose satisfaction would hinder establishment of societal in¬ 
stitutions. There is no doubt that such a renunciation is painful. How¬ 
ever, man has made his choice. He has renounced the satisfaction of 
some desires incompatible with social life and has given priority to the 
satisfaction of those desires which can be realized only or in a more 
plentiful way under a system of the division of labor. He has entered 
upon the way toward civilization, social cooperation, and wealth. 

This decision is not irrevocable and final. The choice of the fathers 
docs not impair the sons' freedom to choose. They can reverse the 
resolution. Every day they can proceed to the transvaluation of values 
and prefer barbarism to civilization, or, as some authors say, the 
soul to the intellect, myths to reason, and violence to peace. But they 
must choose. It is impossible to have things incompatible with one 
another. 

Science, from the point of view of its valuational neutrality, docs 
not blame the apostles of the gospel of violence for praising the 
frenzy of murder and the mad delights of sadism. Value judgments 
arc subjective, and liberal society grants to everybody the right to 
express his sentiments freely. Civilization has not extirpated the origi¬ 
nal tendency toward aggression, bloodthirstiness, and cruelty which 
characterized primitive man. In manv cwiivd men they arc dormant 
and burst forth as soon as the restraint* developed by civilization give 
wav. Remember the unspeakable horrors of the Nazi concentration 
camps. The newspapers contin mMv report abominable crimes 
manifesting the latent urges toward bestiality. The most popular 
novels and moving pictures arc those dealing with bloodshed and 
\ '"lent acts. Bull fights and cock fights attract large crowds. 

If an author says: the rabble thirst for blood and 1 with them, he 
mav be no ess right than in asserting that primitive man too took 
‘,' C !V' ht ,n ' k,ll,n g- But he errs if he passes over the fact that the satis- 

, ,,f S ' K ’ * ad,st,c des,rcs impairs the existence of society or if 

he asserts that true 1 civilization and the “good" society arc an 

achievement of people blithely indulging in their passion forviolcncc, 
murder, and cruelty, that the repression of the impulses toward bru¬ 
tality endangers mankinds evolution and that a substitution of bar- 


barism for humanitarianism would sr 


sot 
mcnr 


save man from degeneration. The 


. , , - ■•«... UVCCIICI Illltfll. « lie 

* d,v,s,on of ,ab ° r and cooperation rests upon conciliatory settle- 
nr or disputes. Not war. as Heraclitus said, but peace is the 
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source of all social relations. To man desires other than that for blood¬ 
shed are inborn. If he wants to satisfy these other desires, he must 
forego his urge to kill. He who wants to preserve life and health as 
well and as long as possible, must realize that respect for other people s 
lives and health better serves his aim than the opposite mode of con¬ 
duct. One may regret that such is the state of affairs. But no such 

lamentations can alter the hard facts. . 

It is useless to censure this statement by referring to irrationa i \ • 
All instinctive impulses defy examination bv reason because reason 
deals only with the means for attaining ends sought and not u irh ul i- 
mate ends. But what distinguishes man from other animals is prct.se!> 
that he does not yield without any will of his own to an •"stinctixe 
urge. Man uses reason in order to choose between t ie intompa i > t 

satisfactions of conflicting desires. . 

One must not tell the masses: Indulge in your urge for murder, .c 
is genuinely human and best serves your well-being. One nnist 
them: If you satisfy your thirst for blood, you must forego mu > 
other desires. You want to eat. to drink, to live m fine homes, to clothe 
yourselves, and a thousand other things which only soviet c. 
provide. You cannot have everything, you must choose. 1 he e • 'g 
ous life and the frenzy of sadism may please you, but thc> arc - 
compatible with the security and plenty which you do not want to 

p S raxe h o e |ogy as a science cannot encroach upon the indmd,nil's right 
to choose and to act. The final decisions rest with acting men <>t 
with the theorists. Science's contribution to life am at < , (he 

consist in establishing value judgments, but in c an, effects 
conditions under which man must act and in clucic a < ^ 

of various modes of action. It puts at the disposn o • g V;U . C . 
the information he needs in order to make his c miccs 11 
ness of their consequences. It prepares an estimate 
it were. It would fail in this task if it were to omi c |u>iccs 

ment one of the items which could be of influence in pc«>| 

and decisions. 

Current Misinterpretations of Modern Natural 
Science , Especially of Darwwsn, 

Some present-day antiliberals, both of the right-wing and of the left- 
wing variety, base their teachings on misinterpretations of the achieve 

T^^^ghrcemh-cenrury l^allsm and^P-cm- 
day egalitarianism start from the “self-evident truth that all men 
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created equal, and that they are endowed by their Creator with certain un¬ 
alienable Rights.” However, say the advocates of a biological philosophy 
of society, natural science has demonstrated in an irrefutable way that men 
arc different. There is no room left in the framework of an experimental 
observation of natural phenomena for such a concept as natural rights. 
Nature is unfeeling and insensible with regard to any being’s life and happi¬ 
ness. Nature is iron necessity and regularity. It is metaphysical nonsense to 
link together the “slippery" and vague notion of liberty and the unchange¬ 
able absolute laws of cosmic order. Thus the fundamental idea of liberalism 
is unmasked as a fallacy* 

Now it is true that the liberal and democratic movement of the eight¬ 
eenth and nineteenth centuries drew a great part of its strength from the 
doctrine of natural law and the innate imprescriptible rights of the in¬ 
dividual. 1 hesc ideas, first developed by ancient philosophy and Jewish 
rheology, permeated Christian thinking. Some anti-Catholic sects made 
them the focal point of their political programs. A long line of eminent 
philosophers substantiated them. They became popular and were the most 
powerful moving force in the prodcmocratic evolution. They are still sup¬ 
ported today. 1 heir advocates do not concern themselves with the incon¬ 
testable fact that God or nature did not create men equal since many arc 
born hale and hearty while others are crippled and deformed. With them 
all differences between men arc due to education, opportunity, and social 
institutions. 


But the teachings of utilitarian philosophy and classical economics have 
nothing at all to do with the doctrine of natural right. With them the only 
point that matters is social utility. They recommend popular government, 
private property, tolerance, and freedom not because they arc natural and 
just but because they are beneficial. The core of Ricardo’s philosophy is 
the demonstration that social cooperation and division of labor between 
men who are in every regard superior and more efficient and men who arc 
in cver> regard inferior and less efficient is Ik icficial to both groups. 
Bcntham, the radical, shouted: '‘Natural rights is simple nonsense: natural 
and imprescriptible rights, rhetorical nonsense." >» With him “the sole 

ooish'l 8 T' rn "r ,C u t m,pht *° bc th ‘- Potest happiness of the greatest 

ss h'e number of the community." ■■ Accordingly, in investigating what 

Cod's or nY' g T T* c * rc about preconceived ideas concerning 
is intent no c S P ’ a ” d ! n,cndons - for ever hidden to mortal men; he 
fare a,ul lan T.Tf! " bcst scrvcs thc promotion of human wel- 
subsistence d^ Malth “ * howed * h « nature in limiting the means of 
it v in l l . T 3 T r t *° anv livi,, e bcj ng •-> right of existence, and 
Sould never have T '' ' hc natural ""pulse of proliferation .nan 

« r 
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man learned to rein his sexual appetites by moral restraint. The Utilitarians 
do not combat arbitrary government and privileges because they are 
against natural law but because they are detrimental to prosperity. They 
recommend equality under the civil law not because men are equal but be¬ 
cause such a policy is beneficial to the commonweal. In rejecting the i u- 
sory notions of natural law and human equality modern biolog} onl\ rc 
peated what the utilitarian champions of liberalism and democracy long 
before had taught in a much more persuasive way. It is obvious that no 
biological doctrine can ever invalidate what utilitarian philosophy says 
about the social utility of democratic government, private property, free¬ 
dom, and equality under the law. 

The present-day prevalence of doctrines approving social disintegration 
and violent conflict is not the result of an alleged adaptation of social phi¬ 
losophy to the findings of biology but of the almost universal rejection ot 
utilitarian philosophy and economic theory. People have substituted an 
ideology of irreconcilable class conflict and international conflict for the 
“orthodox" ideology of the harmony of the rightly understood, i.e.. long- 
run, interests of all individuals, social groups, and nations. Men arc hgh - 
ing one another because they are convinced that the extermination and 
liquidation of adversaries is the only means of promoting their oun «cu- 

2 S The social implications of Darwinistm. The theory of cv ° l “' 1 ”" “ 
expounded by Darwin, says a school of social Darwinism, as c ta . 
onstrated that in nature there arc no such things as peace an rcspec 
the lives and welfare of others. In nature there is always ““ 

merciless annihilation of the weak who do not succeed in defending them 
selves. Liberalism’s plans for eternal peace-both m do. T “«« »"d 1 1 Jf 
eign relations—arc the outcome of an illusory rationalism contrar) to 

However, the notion of the struggle for existence as I)ar\t in l,<>rr "'' 
from Malthus and applied it in his theory, is to be un ers no f 
phorical sense. Its mining is that a living being actively resists the forces 
detrimental to its own life. This resistance, if it is to suctcc . 
propriatc to the environmental conditions in which t c > fc 
has to hold its own. It need not always be a war o extermination such as in 

the relations between men and morbific micro cs. c ®. s ” « . condition 
strated that, for man, the most adequate means o impro\ 11 ^ ^ 

is social cooperation and division of labor. They are man s 
in his struggle for survival. But they can work only whe™: dieix is peace- 
Wars, civil wars, and revolutions arc detrimental «> 

struggle for existence because they disintegrate the apparatus of social 

Reason and rational behavior are Christian theology dep¬ 

recated the animal functions of man’s body and depicted -lw soul^as 

something outside of all biological phenomena. In a " everything 

against this philosophy some moderns arc prone to disj g 


7 



, 7< 3 Human Action 

in which man differs from other animals. In their eyes human reason is in¬ 
ferior to the animal instincts and impulses; it is unnatural and therefore 
had. With them the terms rationalism and rational behavior have an op¬ 
probrious connotation. The perfect man, the real man, is a being who obeys 
his primordial instincts more than his reason. 

The obvious truth is that reason, man’s most characteristic feature, is 
also a biological phenomenon. It is neither more nor less natural than any 
other feature of the species homo sapiens, for instance, the upright gait or 
the hairless skin. 



IX. THE ROLE OF IDEAS 


R‘ 


i. Human Reason 

eason is man’s particular and characteristic feature. There is no 
a. ^need for praxeology to raise the question whether reason .s a 
suitable tool for the cognition of ultimate and absolute truth, 
deals with reason only as far as it enables man to act. 

All those objects which arc the substratum of human sensation, 
perception, and observation also pass before the senses of anima s. 
But nian alone has the faculty of transforming sensuous stimuli into 
observation and experience. And man alone can arrange his various 
observations and experiences into a coherent system. 

Action is preceded by thinking. Thinking is to deliberate before¬ 
hand over future action and to reflect afterward upon' j 

Thinking and acting are inseparable. Every action is .based 

on a definite idea about causal relations. He who thinks a causa • 
tion thinks a theorem. Action without thinking, practice su hu 
theory arc unimaginable. The reasoning may be faulty and he the > 
incorrect; but thinking and theorizing are not lacking m any a. n 
On the other hand thinking is always thinking of a ^fntial t*«»»'n. 
Even he who thinks of a pure theory assumes that the the > ■ 

corner, i.c., that action complying \nch its content f 

an effect to be expected from its teachings. It is of no relevance f 

logic whether such action is feasible or not. 

It is always the individual who thinks. Society does not think 

any more than it cats or drinks. The evolution of human 
from the naive thinking of primitive man to the “ t c ^ 

inn of modern science took place within society. However, thinking 
itself is always an achievement of individuals. I here is |omt action, 
but no joint thinking. There*only tradition which preserves thoughts 
and "communicates them to others as a stimulus to 
However, man has no means of appropriating the though*. of I s 
precursors other than to think them over again. I hen, of course he 
is in a position to proceed farther on the basis of his forerunners 
thoughts. The foremost vehicle of tradition is the word. 1 hmk/ng « 
linked up with language and vice versa. Concepts are c. .bodied in 
terms. Language is a tool of thinking as it is a tool of social action. 
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The history of thought and ideas is a discourse carried on from 
generation to generation. The thinking of later ages grows out of 
the thinking of earlier ages. Without the aid of this stimulation in¬ 
tellectual progress would have been impossible. 'I he continuity of 
human evolution, sowing for the offspring and harvesting on land 
cleared and tilled by the ancestors, manifests itself also in the history 
of science and ideas. We have inherited from our forefathers not 
only a stock of products of various orders of goods which is the 
source of our material wealth; we have no less inherited ideas and 


thoughts, theories and technologies to which our thinking owes its 
productivity. 

But thinking is always a manifestation of individuals. 


2. W orld View and Ideology 

The theories directing action arc often imperfect and unsatisfac¬ 
tory. They may be contradictory and unfit to be arranged into a 
comprehensive and coherent system. 

If we look at all the theorems and theories guiding the conduct of 
certain individuals and groups as a coherent complex and try to ar¬ 
range them as far as is feasible into a system, i.c.. a comprehensive body 
of knowledge, we may speak of it as a world view. A world view 
is, as a theory, an interpretation of all things, and as a precept for 
action, an opinion concerning the best means for removing uneasiness 
as much as possible. A world view is thus, on the one hand, an expla¬ 
nation of all phenomena and, on the other hand, a technology, both 
these terms being taken in their broadest sense. Religion, metaphysics, 
and philosophy aim at providing a world view. They interpret the 
universe and they advise men how to act. 

The concept of an ideology is narrower than that of a world view. 
In speaking o*‘ ideology we have in view only human action and social 
cooperation ul disregard the problems of metaphysics, religious 
dogma, the i iral sciences, and the technologies derived from them. 
Ideology is the totality of our doctrines concerning individual con¬ 
duct and social r* lations. Both, world view and ideology, go beyond 
the limits impose., upon a purely neutral and academic study of things 
as they are. They arc not only scientific theories, but also doctrines 
about the ought, i.c., about the ultimate ends which man should aim 
at in his earthly concerns. 

Asceticism teaches that the only means open to man for removing 
pam ami for attam.ng complete quietude, contentment, and happiness 
.s to turn away from earthly concerns and to live without bothering 
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about worldly things. There is no salvation other than to renounce 
striving after material well-being, to endure submissively the ache s- 
ties of the earthly pilgrimage and to dedicate oneself cxclusrvd to 
the preparation for eternal bliss. However, the number of those echo 
consistently and unswervingly comply with the principles of asceti¬ 
cism is so small that it is not easy to instance more than a few_ 

It seems that the complete passivity advocated by ^et.asm s 
contrary to nature. The enticement of life triumphs. The ascetic 
principles have been adulterated. Even the niost saintly ^rmus made 
concessions to life and earthly concerns which did not agree -nh 
their rigid principles. But as soon as a man takes into ^ 

earthly concerns, and substitutes for pure ) VC S® , ‘ . j 

acknowledgment of worldly things, however conditioned and 
compatible with the rest of his professed doctrine, he bridge O'er th 
gulf which separated him from those who say yes to the.striving^aftcr 
earthly ends. Then he has something in common «.th exert one 

el Human thoughts about things of which neither pure reasoning nor 

experience provides any knowledge may d.ffersoradcally that n 
agreement can be reached. In this sphere in '^' ch ! 

of the mind is restricted neither by logical thinking - | v 

experience man can give vent to his individuality and sub,ect,ut> c 

Nothing is more personal than the notions and mg 1 ^ ^ ^ 
transcendent. Linguistic terms arc unable to c whether the 

said about the transcendent, one can never cs • rc „ ;ir ,i 

hearer conceives them in the same way as the sp- ^ ; With 

to things beyond there can be no agreement. g or0 spcct „f 
most terrible wars because they are waged without any prospect 

“But'whTre earthly things are ^"^. “ation 

under division of labor makes socictv 11C , t | icy , na y be. 

individual for the attainment of his own cn __ ^ c( ; opcratlon 

The maintenance and further intensif every idcol- 

bccome a concern of everybody. 

ogy which is not entirely and unconditi • heed 

tice of asceticism and to a life in anchor,tic 
to the fact that society is the great means for the 

ends. But then a common the details of society's 

issrxs? ->• with onc 
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another, they harmonize in one point, in the acknowledgment of life 
in society- 

Pcoplc fail sometimes to see this fact because in dealing with 
philosophies and ideologies they look more at what these doctrines 
assert with regard to transcendent and unknowable things and less 
at their statements about action in this world. Between various parts 
of an ideological system there is often an unbridgeable gulf. For 
acting man only those teachings arc of real importance which result 
in precepts for action, not those doctrines which are purely academic 
and do not apply to conduct within the frame of social cooperation. 
YVc may disregard the philosophy of adamant and consistent asceti¬ 
cism because such a rigid asceticism must ultimately result in the 
extinction of its supporters. All other ideologies, in approving of the 
search for the necessities of life, arc forced in some measure to rake 
into account the fact that division of labor is more productive than 
isolated work. They thus admit the need for social cooperation. 

Praxcologv and economics arc not qualified to deal with the tran¬ 
scendent and metaphysical aspects of any doctrine. But, on the other 
hand, no appeal to any religious or metaphysical dogmas and creeds 
can invalidate the theorems and theories concerning social coopcra- 
lion as developed by logically correct praxcological reasoning. If a 
philosophy has admitted the necessity of -ocictal links between men. 
it has placed itself, as far as problems of social action come into play, 
on ground from which there is no escape into personal convictions 
and professions of faith not liable to a thorough examination bv 
methods of science. 


1 his fundamental fact is often ignored. People believe that differ¬ 
ences in world view create irreconcilable conflicts. The basic antag¬ 
onisms between parties committed to different world view s, it is con¬ 
tended, cannot be settled by compromise. They stem from the deepest 
recesses of the human soul and arc expressive of a man’s innate com¬ 
munion w ith supernatural and eternal forces. There can never be any 
cooperation between people divided by different world views. 

However, it we pass in review the programs of all parties—both 
rhe cleverly elaborated and publicized programs and those to w hich 
the parties really cling when in pow er—w e can easily discover the 
fallacy of this interpretation. All presently political parties strive 
after the carthls well-being and prosperity of their supporters. They 
promise that they w .11 render economic conditions more satisfactory 
to their followers. W ith regard to this issue there is no difference 
between the Roman Catholic Church and the carious Protestant de¬ 
nominations as far as they intervene in political and social questions, 
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between Christianity and the non-Christian rel.gu.ns between the 
advocates of economic freed,,,,, and the vanous brands o Marxuu 
materialism, between nationalists and international,sts, bct ' et r 
and the friends of interracial peace. It ,s true, that ■»an> f he e 
parties believe that their own group cannot prosper exceg a the 
expense of other groups, and even go s„ tar as to considerthe o>n 
plete annihilation of other groups or then enslave,e." 
sarv condition of their own group s prosper,tv.'t ct. c • 

enslavement of others is for the, not an ultimate end. bu •'> " 
for the attainment of what they aim at as an ultnnate » ' 

group’s flowering. If they were to learn that their ««n 
guided by spurious theories and would not bring about the henchoa! 

results expected, they would change their programs. 

The pompous statements which people make . ' 

know.ble and beyond the post er of the human mind then^ cosn 
ogles, world views, religions, mysticisms mctapht Mes uK ' ; 

phantasies differ widely from one another. But the pr ct,c s cn e 
of their ideologies, i.e., their teachings dealing w. t.ic emb to , 
aimed at in earthly life and with the means for the utt. 

sstniz m 

ods. When in the heat of party conflicts one of t ^ ^ u c 

“Here we cannot go on in our negotiations ^ lhis 

,cal issues. • possi blc. No party would wittingly prefer 
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certain methods of political action and rejects utterly all other meth¬ 
ods and policies as inappropriate. A party is a body which combines 
all those eager to employ the same means for common action. The 
principle which differentiates men and integrates parties is the choice 
of means. Thus for the party as such the means chosen are essential. 
A party is doomed if the futility of the means recommended becomes 
obvious. Party chiefs whose prestige and political career are bound 
up with the party’s program may have ample reasons for withdraw¬ 
ing its principles from unrestricted discussion; they may attribute 
to them the character of ultimate ends which must not be questioned 
because they arc based on a world view. But for the people as whose 
mandataries the party chiefs pretend to act, for the voters whom they 
want to enlist and for whose votes they canvass, things offer another 
aspect. They have no objection to scrutinizing every point of a 
party’s program. They look upon such a program only as a recom¬ 
mendation of means for the attainment of their own ends, viz., earthly 
well-being. 

What divides those parties which one calls today world view 
parties, i.e., parties committed to basic philosophical decisions about 
ultimate ends, is only seeming disagreement with regard to ultimate 
ends. Their antagonisms refer cither to religious creeds or to prob¬ 
lems of international relations or to the problem of ownership of the 
means of production or to problems of political organization. It can 
be shown that all these controversies concern means and not ultimate 
ends. 


Let us begin with the problems of a nation’s political organiza¬ 
tion. 1 here arc supporters of a democratic system of government, of 
hereditary monarchy, of the rule of a self-styled elite and of Cacsarist 
dictatorship. 1 It is true that these programs arc often recommended 
by reference 10 divine institutions, to the eternal laws of the uni¬ 
verse, to the natural order, to the inevitable trend of historical evolu¬ 
tion, and to other objects of transcendent knowledge. But such state¬ 
ments are merely incidental adornment. In appealing to the electorate, 
the parties advance other arguments. Thev arc eager to show that 
the system they support will succeed better than those advocated by 
other parties in realizing those ends which the citizens aim at. They 
specifv the beneficial results achieved in the past or in other countries; 
they disparage the other parties’ programs by relating their failures. 
I hey resort both to pure reasoning and to an interpretation of his¬ 
torical experience in order to demonstrate the superiority of their 


dicmoXp"" U t0day CXCmplifiCd '•>• ,hc Bolshevik. Fascist, „r Nazi type of 
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own proposals and the futility of those of their adversaries. Thjr 

main argument is always: the political system we support * 

you more prosperous and more content. liberals 

y In the field of society's economic organ,zation therearethe herals 

advocating private ownership of the means o \ d 

cialists advocating public ownership of the nieans of producuon an 
the interventionists advocating a third system «-h.ch. the con en 
is as far from socialism as it is from cap,tahsm. In» he da* of the* 
parties there is again much talk about bas.c ph.losoph^al ^ 

People speak of true liberty, equality, social justice, t 8 

individual, community, solidarity, and human, tanamsm^ Buc e 

party is intent upon ~^^Slke 

historical experience that only the s > „ thc oplc th at rcaliza- 

the citizens prosperous and satisfied. T > P 1 hj „ hcr level 

tion of their program will raise the standard of hv.,ng ; xo^g ! ^ 

than realization of any other part) s p g j • . obvious that 
expediency of their plans and upon the* ut,ht>. ^ ^ ^ 

they do not differ from one another mi •> material welfare 
to means. They all pretend to aim at the highest mater,a 

for the majority of citizens. ; r mrnncilablc con- 

The nationalists stress the point that there ,s an ■ cconc"^ ^ 

flict between the interests of various n “ t ' 0 ’ citiz( ! ns w ithin thc 

hand, the rightly understood interests of M cinze^ ^ q{ 

nation are harmonious. A nation on , if bis nation 

other nations; the individual citizen . Th( ? y believe that 

flourishes. Thc liberals have a dif ere 1 • Q f the 

,h, interests o( v.Hou. nations '„i„n.They 

various groups, classes, and strata of lorc appropriate 

believe that peaceful international coopera i .j I and thc 

means than conflict for attainment of the cr,d ™ f " c > T hey do 
nationalists arc both aiming at: their °" . f rcc trai | c j n order 

not, as the nationalists charge, advocate p ^ foreigners. On the 
to betray their own nation’s interests > thc i, cst means to 

contrary, they consider peace an ^ thc frcc traders from 

make their own nation wealth). V P ommcn dcd for attain- 
thc nationalists is not ends, but the means recommend 

ment of thc ends common to both. ^ xaUd by 

Dissension with regard to rel 'g esscnt ially implacable and 

rational methods. Religious coni c communit y enters thc field 
irreconcilable. \ct as soon as a g ()blcms „f social orgamza- 
of political action and tries to dc. P conccrnSi howcvcr this 

tion. it is bound to take into accoii 
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may conflict with its dogmas and articles of faith. No religion in its 
exoteric activities ever ventured to tell people frankly: The realiza¬ 
tion of our plans for social organization will make you poor and im¬ 
pair your earthly well-being. Those consistently committed to a life 
of poverty withdrew from the political scene and fled into anchoritic 
seclusion. But churches and religious communities which have aimed 
at making converts and at influencing political and social activities 
of their followers have espoused the principles of secular conduct. In 
dealing with questions of man's earthly pilgrimage they hardly differ 
from any other political party. In canvassing, they emphasize the 
material advantages which they have in store for their brothers in 
faith more than bliss in the beyond. 

Only a world view whose supporters renounce anv earthly activity 
whatever could neglect to pay heed to the rational considerations 
which show that social cooperation is the great means for the attain¬ 
ment of all human ends. Because man is a social animal that can thrive 
only within society, all ideologies arc forced to acknowledge the 
preeminent importance of social cooperation. They must aim at the 
most satisfactory organization of society and must approve of man’s 
concern for an improvement of his material well-being. Thus they 
all place themselves upon a common ground. They are separated from 
one another not by world views and transcendent issues not subject 
to reasonable discussion, but by problems of means and ways. Such 
ideological antagonisms are open to a thorough scrutiny by the 
scientific methods of praxcology and economics. 


The Fight Against Error 

A critical examination of the philos -pineal systems constructed by man- 
kmds great thinkers lias very often revealed fissures and flaws in the im¬ 
pressive structure of those seemingly consistent and coherent bodies of 
comprehensive thought. F.vcn the genius in drafting a world view some¬ 
times fails to avoid contradictions and fallacious syllogisms. 

The ideologies accepted by public opinion arc still .'..ore infected bv the 
shortcomings of the human mind. They are mostly an eclectic juxtaposi¬ 
tion of ideas utterly incompatible with one another. They cannot stand a 
logical examination of their content. Their inconsistencies are irreparable 
am. defy any attempt .0 combine their carious parts into a system of ideas 
compatible with one another. 

Some authors try to justify the contradictions of generally accepted 
ideologies by pointing out the alleged advantages of a compromise, how- 

ine‘ofInterhm.° r '* 7" .T"' P ° i,U of vic "- fl ' r the smooth function- 

eal^ e 'n tT TT ^ *° the popular Wlacv that life and 

real,t> are not logical ; they contend that a contradictory system may 



The Role of Ideas 


185 


prove its expediency or even its truth by working ^nsfactorily whiU a 
logically consistent system would result in disaster. er 
refute anew such popular errors. Logical thinking an rea 
two separate orbitsXogic is for man the only means to 
of reality. What is contradictory in theory, is no less con ^ ^ 
reality. No ideological inconsistency can pres ide a satisfactor;. . .. 
ing, solution for the problems offered by .he facts of ^e-odThco j 
effect of contradictory ideologies is to conceal the real proven s and thus 
to prevent people from finding in time an appropriatej' ce 0 f* 
them. Inconsistent ideologies may sometimes ^ k 

manifest conflict. But they certainly aggravate the c f " ™" fhcv 
and render a final solution more difficult 1 U K 

intensify the hatreds, and make pcaccfu J * cu 1 harmless or even 
serious blunder to consider ideological contradictions 

“lb, objective of praxcology an** economic, is “to 

ent correct ideologies for the contradictors tcnc s ‘ P 1 . am | „f ^fe- 
There is no other means of preventing soci.il dJj*"* „ thosc provided 

guarding the steady improve^ntof human co d jnvo|vcd up t „ 

by reason. Men must try to think through 1 . yhev nuis t 

*< poi* beyond which , ho,„.n mi .£%£££$■ .. 

never acquiesce in any solutions convey c rhc „ rcll . ,hcv must never 

always question anew every theory an . • , h j | )CSt possible 

relax in their endeavors to brush away fall ^ C ' ' Jtrines and by 
cognition. They must fight error by unmasking spurious 

as such. It is disastrous to shift them to the £.,| ains> lt j s vain to in 

supporters of opposite ideologies by calling > ( ^ ^ ndvt . rsar i C s want is 
sist that what we arc aiming at is good ■ t > , (c con ,y crc d as good 

bad. The question to be solved is precis . religious groups and to 

and what as bad. The rigid dogmatism pec • ^ beforehand all 

Marxism results only in irreconcilable co • t| flirh> ; t asks them 

dissenters as evildoers, it calls into quo ^ . possible where such 

to surrender unconditionally. No social cooperation , 

an attitude prevails. at| fo brand supporters 

No better is the propensity, very P?l afC vaguc in drawing a line 

of other ideologies as lunatics. 1 s> c tcrol , s f or laymen to mtcr- 

between sanity and insanity. It would I I , NVCVcr j t i s clear that if 
fere with this fundamental issue of psyc ua • ac|s accor ding to his 

the mere fact that a man shares erroneous s ic ^ hard tH discover 

errors qualifies him as mentally disable . a| c<>u | d bc attr ibuted. Then 
an individual to which the epithet sane o because their ideas about 

we are bound to call the past generations itant)y t hcir techniques 

the problems of the natural sciences a lunatics for the same 

differed from ours. Coming generations will cal 
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reason. Man is liable to error. If to err were the characteristic feature of 
mental disability, then everybody should be called mentally disabled. 

Neither can the fact that a man is at variance with the opinions held by 
the majority of his contemporaries qualify him as a lunatic. Were Coperni¬ 
cus, Galileo and Lavoisier insane? It is the regular course of history that a 
man conceives new ideas, contrary to those of other people. Some of these 
ideas arc later embodied in the system of knowledge accepted by public 
opinion as true. Is it permissible to apply the epithet “sane” only to boors 
who never had ideas of their own and to deny it to all innovators? 

The procedure of some contemporary psychiatrists is really outrageous. 
They are utterly ignorant of the theories of praxeology and economics. 
Their familiarity with present-day ideologies is superficial and uncritical. 
Vet they blithely call the supporters of some ideologies paranoid per¬ 
sons. 

There arc men who arc commonly stigmatized as monetary cranks. The 
monetary crank suggests a method for making everybody prosperous by 
monetary measures. His plans are illusory. However, they arc the consist¬ 
ent application of a monetary ideology entirely approved by contempo¬ 
rary public opinion and espoused by the policies of almost all governments. 
The objections raised against these ideological errors by the economists 
arc not taken into account by the governments, political parties, and the 
press. 

It is generally believed by those unfamiliar with economic theory that 
credit expansion and an increase in the quantity of money in circulation 
arc efficacious means for lowering the rate of interest permanently below 
the height it would attain on a nonmanipulatrd capital and loan market. 
1 his theory is utterly illusory . 5 But it guides the monetary and credit 
policy of almost every contemporary government. Now, on the basis of 
this vicious ideology, no valid objection can be raised against the plans 
advanced bv Pierre Joseph Proudhon, Lrncst Solvay, Clifford Hugh 
Douglas and a host of other would-be reformers. They arc only more 
consistent than other people arc. They want to reduce the rate of interest 
to zero and thus to abolish altoget>. <■ the scarcity of “capital.” He who 
wants to refute them must attack the theories underlying the monetary and 
credit policies of the great nations. 

The psychiatrist may object that what characterizes a man as a lunatic 
is precisely the fact that he lacks moderation and goes to extremes. While 
normal man is judicious enough to restrain himself, the paranoid person 
goes beyond all bounds. This is quite an unsatisfactory rejoinder. All the 
arguments advanced in favor of the thesis that the rate of interest can be 
reduced by credit expansion from j or 4 per cent to 3 or 2 per cent are 
equally valid for a reduction to zero. The “monetary cranks” are certainly 
right from the point of view of the monetary fallacies approved by popular 

*• Cf below. Chapter XX. 
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There ere peychierri.r, who ce.l .he 

pics of Nazism lunatics and "ant to cure doctrines of Nazism 

Here again we are faced with the of 

arc vicious, but they do not essentia S f 1)lic opinion, 

socialism and nationalism as approt cons i S tent application of these 

What characterized the Nazis was o v Ljke al) other contcm- 

ideologies to the special conditions 0 _ ■ c()ntrol „f business and 

porary nations the Nazis desired gov own nati „ n . The distinc- 

economic self-sufficiency, ic., autark), u ouicscc in the disad- 

,i.e merle of rhei, policy — ^’“h," neriorn 

vantages which the acceptance of • bc * forcvC r “imprisoned, 

impose upon them. They were not p P , - which physical 

as they said, within a comparatively in other countries. 

conditions render the products it\ o figures the strategically 

They believed that their nation s great P°P“ * j I inborn vigor and 
propitious geographic situation of their count^^and cr ^ lo 

gallantry of their armed forces provided them b 

remedy by aggression the evils**? J'P 1 ^^onalis.n and socialism a> true 
Now, whoever accepts the idcolog) not j n a position to refute 

and as the standard of his own nation s \ • on | y xvav f t ,r a refuta- 

the conclusions drawn from them by t c* - • c ' sp ouscd these two 

tion of Nazism left for foreign n3t, °"* ' , as I as t j AC idcolog) <*! 

principles is to defeat the Nazis in " . • Mic opinion, the 

socialism and nationalism is supreme . . . accrC ssion and con- 

Gcrmans or other peoples will try again ° ^ ( |^. in . There is no hope 

quest, should the opportunity cvcr c ° . f <>nc docs nol explode entirely 
of eradicating the aggression n\cn nol a task for psychia- 

thc ideological fallacies from which it stems. 

trists, but for economists. 3 . • . v not that they do n«t conl * 

What is wrong with the Germans IS * cr * - ' cvcr did. With the excep- 
ply with the teachings of the Gospels.. « • ^ friends practically all 

tion of the small and uninflucntial g rou P s rriors . The most ruthless 

Christian churches and sects blessed the an ^ Teutonic Knights "ho 
among the older German conquerors present-dav German ag- 

fought in the name of the Cross- The sourc- I ^ discarded liberal 

gressivcncss is the very fact that t >c ^ na(iona | ism an d socialism for 
philosophy and substituted the ,dco ">p |f I1iank i„d docs not return 

the liberal principles of free trade anc j "Manchester philosophy, 

to the ideas today disparaged as on m • ^ a nc w aggression is to 

and “laissez faire,” the only met °' P hcm Q f the means of wagmg 

render the Germans innocuous by deprn mg 


war 


Man has only one tool to fight V cn. .944). PP- »-“«• 

3. Cf. Miscs, Omnipotent Government ( 

131, 135-140. 
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3. Might 

Society is a product of human action. Human action is directed 
bv ideologies. Thus society and any concrete order of social affairs 
arc an outcome of ideologies; ideologies arc not, as Marxism asserts, 
a product of a certain state of social affairs. To be sure, human 
thoughts and ideas arc not the achievement of isolated individuals. 
Thinking too succeeds only through the cooperation of the thinkers. 
N'o individual would make headway in his reasoning if he were under 
the necessity of starting from the beginning. A man can advance in 
thinking only because his efforts arc aided by those of older gener¬ 
ations w ho have formed the tools of thinking, the concepts and 
terminologies, and have raised the problems. 

Any given social order was thought out and designed before it 
could be realized. This temporal and logical precedence • of the 
ideological factor docs not imply the proposition that people draft 
a complete plan of a social system as the Utopians do. What is and 
must be thought out in advance is not the concerting of individual’s 
actions into an integrated system of social organization, but the actions 
of individuals w ith regard to their fellow men and of already formed 
groups of individuals with regard to other groups. Before a man 
aids liis fellow in cutting a tree, such cooperation must be thought 
our. Before an act ot barter takes place, the idea of mutual exchange 
of goods and services must be conceived. It is not necessary 
that the individuals concerned become aware of the fact that such 
mutuality results in the establishment of social bonds and in the 
emergence of a social system. The individual does not plan and exe¬ 
cute actions intended to construct society. His conduct and the cor¬ 
responding conduct of others generate social bodies. 

Any existing state of social affairs is the product of ideologies pre¬ 
viously thought out. Within society new ideologies may emerge and 
may supersede older ideologies and thus transform the social system. 
However, society is always the creation of ideologies temporally and 
logically anrenor. Action is always directed by ideas; it realizes’what 
previous thinking has designed. 

It wo hypostanze or anthropomorphize the notion of ideology, 
we may say that ideologies have might over men. Might is the faculty 
or pow er of direct,ng actions. As a rule one savs only of a man or 
of groups o. men that they are mighty. Then the definition of might 

miohiv ‘ S T P °" t K *° dirC . Ct ‘ ,,hcr P™P<^ actions. He who is 
nughtv. owes his might to an ideology. Only ideologies can convey 
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to a man the power to influence other people, choices and conduct- 
One can become a leader only if one ,s supported b an ideology 
which makes other people tractable and accommodat - =• 

thus not a physical and tangible thing but a n.oral and spr tual 
phenomenon A kings might rests upon the recognition of 

archical ideology on the part of his subjects. ., nIV , r mi s 

He who uses his might to run the state. ix.. tl'c sou - ppar tus 
of coercion and compulsion, rules. Rule is the exerc y j 
the political body. Rule is always based upon might, i.e.. the power 

to direct other people’s actions. , violent 

Of course, it is possible to establish a govemmenup the y ^ 

oppression of reluctant people. It is the charaetc s f 

L P d.. tliey apply vi^n, 

it against those not prepared to > icld \ • . Hc who 

oppression is no less founded upon ideological m t sl>|))C 

wants to apply violence needs the voluntary coop. • ^ rulc 

people. An indivulnal en.irely onta™' ^ s „ p . 

by means of physical violence onl}• r* rvrint must 

p'ort of a grolp in order ,0 subdue ™ ( ^cord. 

have a retinue of partisans who obc\ h ^ ^ ^ apparatus hc 

Their spontaneous obedience pros ids ^ ()r not ' hc succeeds 

needs for the conquest of other people. , t : on 0 f t hc two 

In making hi, sway las, depends on ^ J^.m He bed. 

groups, those who support him \oluntar \ . 1. through a 

into submission. Though a tyrant may tempo 
minority if this minority is armed and t c m 1 • . q*| K 0 p_ 

run a minority cannot*keep the majoniy *" 1 

pressed will rise in rebellion and cast off t e > <* j dc „logy ac- 

A durable system of government must rest u| , f((rccs .. that 

knowledgcd by thc majority. 1 he _“"j a the ru lcrs thc power 

arc the foundation of government am • afC csscnt iallv idco- 

to use violence against remtent minor.t> fe ^ (|> rccognizc this 
logical, moral, and spiritual. Ru,cr . on t | lc alleged irresist- 
first principle of government and. r ''>_ «S J irit and ideas, have 
ibility of their armed troops, disda t , K . ir adversaries. Thc in- 
finally been overthrown by p J dependent upon ideologies, 
terprctation of might as a real fact , )f)okSi is erroneous, 

quite common to many political and ^ t() signi f v a policy 
The term Realpolitik makes sense V f as co „ tr astcd with 
taking account of generally accepted y 

. ...raker or unarmed fellow. However, this has 
4. A gangster may overpower a weaker antisocial occurrence, 

nothing to do with life in society. It is ai 
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a policy based upon ideologies not sufficiently acknowledged and 
therefore unfit to support a durable system of government. 

He who interprets might as physical or “real” power to carry on 
and considers violent action as the very foundation of government, 
secs conditions from the narrow point of view of subordinate officers 
in charge of sections of an army or police force. To these subordi¬ 
nates a definite task within the framework of the ruling ideology 
is assigned. Their chiefs commit to their care troops which are not 
only equipped, armed, and organized for combat, but no less imbued 
with the spirit which makes them obey the orders issued. The com¬ 
manders of such subdivisions consider this moral factor a matter of 
course because they themselves are animated by the same spirit and 
cannot even imagine a different ideology. The power of an ideology 
consists precisely in the fact that people submit to it without any 
wavering and scruples. 

However, things arc different for the head of the government. He 
must aim at preservation of the morale of the armed forces and of the 
loyalty of the rest of the population. For these moral factors arc the 
only “real” elements upon which continuance of his mastery rests. 

11 is power dwindles if the ideology that supports it disappears. 

Minorities too can sometimes conquer by means of superior mili¬ 
tary skill and can thus establish minority rule. But such an order of 
things cannot endure. If the victorious conquerors do not succeed 
in subsequently converting the system of rule by violence into a 
system of rule by ideological consent i the part of those ruled, they 
will succumb in new struggles. All victorious minorities who have 
established a lasting system of government have made their sway 
durable by means of a belated ideological ascendancy. They have 
legitimized their own supremacy either by submitting to the ideologies 
of the defeated or by transforming them. Where neither of these two 
things took place, the oppressed many dispossessed the oppressing 
few either by open rebellion or through the silent but steadfast opera¬ 
tion of ideological forces. 3 

Many of the great historical conquests were able to endure be¬ 
cause the invaders entered into alliance with those classes of the de¬ 
feated nation which were supported by the riding ideology and were 
thus considered legitimate rulers. This was the system adopted by the 
1 artars in Russia, by the 1 urks in the Danube principalities and by 
and large in Hungary and Transylvania, and by the British and the 
Dutch in the Indies. A comparatively insignificant number of Britons 
could rule many hundred millions of Indians because the Indian 

5. Cf. below, pp. 645-646. 
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princes and aristocratic landowners looked upon British rule « J 
means for the preservation of their privileges and supphed t vm 
the support which the generally acknowledged ■ d ^ °S of ^ d a 
gave to their own supremacy. England's Indian 
long as public opinion approved of the traditional so*Aord«.Tte 
Pax Britannica safeguarded the princes' and the ™ fc *£ 

and protected the masses against the agonies o (hc 

principalities and of succession wars within them. ■ 

infiltration of subversive ideas from abroad has undermined Br s h 

rule and at the same time threatens the preservation of the countn 

age-old social order. . . • rcc hno- 

Victorious minorities sometimes owe their succes run jt is 

logical superiority. This docs not alter the case, n the■ o 

impossible' to withhold the better arms 

majority. Not the equipment of their armed forces, but b 

factors safeguarded the British in India. 6 divided in such 

A ^ public opinion m,v * ^ 

a way that no group is strong ' civil strife become 

ment. Then anarchy emerges. Revolutions and 

permanent. 

Traditionalism as an Ideology 

Traditionalism is an ideology which C0 " s, J'" n l0 ^ 5 | C gcdly ^“handed 
customs, and methods of procedure an . . nQt an CSS cntial mark 
down from ancestors both right and expe ' tors | n the biological 
of traditionalism that these forefathers we wcrc sometimes 

meaning of the term or can be fairly cons,dercd '"d or supporters of 

only the previous inhabitants of the coun r> j c f somc special 

the same religious creed or only precursors contC nt of the 

task. Who is to be considered an ancestor^ an ^ ^ concrctc teachings 
body of tradition handed down arc dc brings into prominence 

of each variety of traditionalism. The R j t sometimes calls 

some of the ancestors and relegates ot urs alleged posterity. It 

ancestors people who had nothing to o w rccc nt origin and is 

often constructs a “traditional- 

at variance with the ideologies really )' 5ti thc success they secured 

Traditionalism tries to justify its tc y t | lc f ac ts, is another 

in thc past. Whether this assertion con o in t j lc historical state- 

question. Research could sometimes unmas ^ always explode thc 

ments of a traditional belief. HoW 'f C ’ ditlona li S n. is not' real historical 
traditional doctrine. For the core o ^ Europcin nli „„ r i,y rule in 

non-Europcaif coiTmriM^About 'the ’prospects of an Asiatic aggress,on on the 
West cf. below, pp. 665-666. 
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facts, but an opinion about them, however mistaken, and a will to believe 
things to which the authority of ancient origin is attributed. 


4. Meliorism and the Idea of Progress 

The notions of progress and retrogression make sense only within 
a teleological system of thought. In such a framework it is sensible to 
call approach toward the goal aimed at progress and a movement in 
the opposite direction retrogression. Without reference to some 
agent's action and to a definite goal both these notions arc empty 
and void of any meaning. 

It was one of the shortcomings of ninetccnth-ccnturv philosophies 
to have misinterpreted the meaning of cosmic change and to have 
smuggled into the theory of biological transformation the idea of 
progress. Looking backward from any given state of things to the 
states of the past one can fairly use the terms development and evolu¬ 
tion in a neutral sense. 1 hen evolution signifies the process which 
led from past conditions to the present. But one must guard against 
the fatal error of confusing change w ith improvement and evolution 
with evolution tow ard higher forms of life. Neither is it permissible 
to substitute a pseudoscientific anthropocentrism for the anthropocen¬ 
trism of religion and the older metaphysical doctrines. 

I low ever, there is no need for praxcology to enter into a critique 
of bis philosophy. Its task is to explode the errors implied in current 
ideologies. 

Eighteenth-century social philosophy was convinced that mankind 
has now finally entered the age of reason. While in the past theological 
and metaphysical errors were dominant, henceforth reason will be 
supreme. People w ill free themselves more and more from the chains 
of tradition and superstition and will dedicate all their efforts to the 
continuous improvement of social institutions. Livery new genera¬ 
tion will contribute its part to this glorious task. With the progress 
of time society will more anti more become the society of free men, 
aiming at the greatest happiness of the greatest number. 'Temporary 
setbacks arc, of course, not impossible. But finally the «»ood cause will 
triumph because it is the cause of reason. People called themselves 
happy in that they were citizens of an age of enlightenment which 
through the discovery of the laws of rational conduct paved the 
way toward a steady amelioration of human affairs. What they 
lamented w as only the fact that they themselves w ere too old to wit¬ 
ness all the beneficial effects of the new philosophy. “I would w ish,” 
said Bcntham to Philaretc Chasles. “to be granted the privilege to 
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live the years which I have still to live, at the end of each of the cen¬ 
turies following my death; thus I could witness the effects of im 

All these hopes were founded on the firm conviction proper to tlu 
age, that the masses are both morally good and reasonable. 1 he uppe, 
strata, the privileged aristocrats living on the fat of the land 
thought depraved. The common people, especially the peasants ,e 
the workers, were glorified in a romantic mood as noble and uncr - 
in their judgment. Thus the philosophers were confident that dei i 
racy, government by the people, would bring about social pe.tct- 

” This prejudice was the fateful error of the humanitarians the 
philosophers, and the liberals. Men arc not mfall.b e; they eircn 
often. It is not true that the masses are always right and kno« c 
means for attaining the ends aimed at. Belief m t u. comi 
is no better founded than was belief in the supernatural g f«of ^ 
priests, and noblemen. Democracy guarantees a svstei 
ment in accordance with the wishes and plans of the ' 

it cannot prevent majorities from falling victim to cnoneous dea 
and from adopting inappropriate policies which no ' 1 1 ' 

realize the endsaimed at but result in disaster. Majorities > 

and destroy our civilization. The good cause u ill w* « 1 ' 
on account of its reasonableness and expee icnc \. 1 f() 

such that they will finally espouse policies reasonable . > ; 

tain the ultimate ends aimed at. will civilization ...ipn J ‘^ 
and state render men more satisfied, ahhoiig i no II 
physical sense. Whether or not this condition is gnen. «nl> 

known future can reveal. , ltll .i: nr iMii and 

There is no room within a system of praseo og\ " . c | loosc 

optimistic fatalism. Man is free in the sense t i.ir >c ^ r „ 

anew between policies that lead to success and those 
disaster, social disintegration, and barbarism. ic evcnts 

The term progress is ^ inforlII «ion about the 

of an ideological doctrine. 1 he immense . other material 

greater and better supply of food, c b.thcs ho«i*cs. . ^ ( pr()gres s 

amenities. In calling a rise m thc „se a mean materialism, 

and improvement, economists do not | nlo ,i V atcd bv the 

They simply establish the fact that people arc motivate-. . 

7 . Philarctc Chas.cs, sur Us ho,,,,,." <• * d " *«' 

1849), p, 89. 
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urge to improve the material conditions of their existence. They judge 
policies from the point of view of the aims men want to attain. He 
who disdains the fall in infant mortality and the gradual disappearance 
of famines and plagues may cast the first stone upon the materialism 
of the economists. 

There is but one yardstick for the appraisal of human action: 
whether or not it is fit to attain the ends aimed at by acting men. 



X. EXCHANGE WITHIN SOCIET\ 


i. Autistic Exchange and Interpersonal Exchange 

Action always is essentially the exchange of ^ ■ 

A for another state of affairs. If the action is 

dividual without any reference to cooperation w hunter who 

.. ™y -11 k »nic exchange. An Ins.ance: ’ 

kills an animal for his own consumption; he cxcha g 

Within society cooperation substitutes 
change for autistic exchanges. Man g ,vcs ° cJ jn order t0 he 
receive from them. Mutuality emerges, i 

Tht exchange eela.lon is .he f«nd.me„„l to 

peesona, exchange of goods £ --^ wh 

ZTlTl==Ri& an 1. ^ 

out any design of being benefited by a coiKonu am .action^ j( 

men, there is no interpersonal exchang^ js “ cncficial Qr detrimental 

does not matter whether the autistic act a |j a genius 

to other people or whether it d ® CS , ^ t ^ r X^rowd; however he is 
may perform his task for himself, not bbcr ki || s t hc victim 

an outstanding benefactor of n ’ ank,n _ . .. „„ mc ans a partner in 
for his own advantage; thc murdered • . donc a g a j n st him. 

this crime, he is merely its object; fore- 

Hostile aggression was a practice common m ,n ^ of a 

bears. Conscious and purposeful coop | iaV c prov ided us 

long evolutionary process. Elhn0 '°[;f “" be beginning and the primi- 
with interesting information concerning b onsidcr thc custom of 

tive patterns of interpersonal exchange. , j a ccrt ain re- 

™»xl giving xnd returning of p.~"“ “JfjJcx- 
turn present in advance as a prccurs > P m : tivc mode of trade, 
change.' Others consider dumb ba « er « g 0 „ of bc i n g rewarded 

However, to make presents in the exp 

(new ed. London, 193*), P- 37 1 * 
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by the receiver's return present or in order to acquire the favor of 
a man whose animosity could he disastrous, is already tantamount to 
interpersonal exchange. The same applies to dumb barter which is 
distinguished from other modes of bartering and trading only through 
the absence of oral discussion. 

It is the essential characteristic of the categories of human action 
that they arc apodictic and absolute and do not admit of any grada¬ 
tion. There is action or nonaction, there is exchange or nonexchange; 
everything which applies to action and exchange as such is given 
or not given in every individual instance according to whether there 
is or there is not action and exchange. In the same way the boundaries 
between autistic exchange and interpersonal exchange arc sharply 
distinct. Making one-sided presents without the aim of being re¬ 
warded by any conduct on the part of the receiver or of third per¬ 
sons is autistic exchange. The donor acquires the satisfaction which 
rite better condition of the receiver gives to him. The receiver gets 
the present as a God-sent gifr. But if presents arc given in order to 
influence some people's conduct, they are no longer one-sided, but 
a variety of interpersonal exchange between the donor and the man 
" hose conduct they arc designed to influence. Although the emer¬ 
gence ot interpersonal exchange w as the result of a long evolution, no 
gradual transition is conceivable between autistic and interpersonal 
exchange. I here w ere no intermediary modes of exchange between 
them. I he step which leads from autistic to interpersonal exchange 
was no less a jump into something entirely new and essentially dif¬ 
ferent than was the step from automatic -n of the cells and 

nerves to conscious and purposeful behavior, to action. 


2. (.ontracru.il Bonds and Hegemonic Bonds 

1 licre are two different kinds of social cooperation: cooperation 
by virtue ot contract and coordination, and cooperation by virtue of 
command and subordination or hegemony. 

\\ here and as tar as cooperation is based on contract, the logical 
relation between the cooperating individuals is symmetrical. They 
are all parties to interpersonal exchange contracts. John has the same 
relation to 1 om as Tom has t„ John. Where and as far as cooperation 
.s based on command and subordination, there is the man who com¬ 
mands and there arc those w ho obey his orders. The logical relation 
between these two classes of men is asymmetrical. There is a director 
and there arc people under his care. The director alone chooses and 
directs; the others—the wards—are mere pawns in his actions. 
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The power that calls into life and animates any social body .s al¬ 
ways ideological might, and the fact that makes an individualla num¬ 
ber' of any social compound is always his own conduct 1 his*™ 
less valid with regard to a hegemonic societal bond. It is true,, p P 
are as a rule born into the most important hegemonic bonds -n o 
the family and into the state, and this was also the c 
hegemonic bonds of older days, slavery and serfdom. ' > - ' - ' 

peared in the realm of Western civilization. But no ph>s cal uolcncc 
and compulsion can possibly force a man against 11s u 
in the status of the ward of a hegemonic order. What -o - the 
threat of violence brings about is a state of affairs m " 1 ( 

as a rule is considered more desirable than rebellion. k*ccd " 
choice between the consequences of obedience am » ' 
the ward prefers the former and thus integrates m me I nto Hu 
hegemonic bond. Every new command places t us c v ‘ s(u| . c f(| 
again. In yielding again and again he lumsc contri > _ 

the continuous existence of the hegemonic societal body c,u^ 

ward in such a system he is an acting human u-ing, . ” ’ ()c 

simply yielding to blind impulses, but using lus rcaso 

tween alternatives. , homl 

What differentiates the hegemonic bond from the c ■ ' 

is the scope in which the choices of the..nd , v , du.b cktemurj » 
course of events. As soon as a man has decide m . . f j|is 

tion to a hegemonic system, he becomes, w.th.nthe ^ 

system’s activities and for the time of lus su ’l 1 ' 1 ' I f.„. 

director's actions. Within the hegen^ 1 ^ -'s. The 
as it directs its subordinates conduct. > ()1K . C thoscn sub¬ 
wards act only in choosing subordinate ■ ^ Mkcn carc „f. 

ordination they no longer act for them . • incnll ,e.s cx- 

In the frame of a contractual socict) Jclinitc quality, 

change definite quantities of goods and sen. u n( , it , KI . „ ivcs „oi 

In choosing subjection in a hegemonic ><« . • f j , n svs tcin 

receives anything that is definite. 1 Ic Se what the 

in which he has to render indefinite scr\ k • * t j K . director. 

fc«», i, willing „ »ign him. Iiilt t » in- 
The director alone is free to choose. }' directorate, and 

dividual or an organized group of hk ‘.'.‘‘'^or a benevolent pater- 

whether the director is a selfish mamacn . whole s\ s- 

nal despot is of no relevance for the structure of the 

tCm ’ . ^ i-imls of social cooperation is 

The distinction between these dcscrilKl l it as the con- 

common to all theories of society. Fcrgu 
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trast between warlike nations and commercial nations; 2 Saint Simon 
as the contrast between pugnacious nations and peaceful or industrial 
nations; Herbert Spencer as the contrast between societies of individ¬ 
ual freedom and those of a militant structure; 3 Sombart as the con¬ 
trast between heroes and peddlers. 4 The Marxians distinguish be¬ 
tween the “gentile organization” of a fabulous state of primitive 
society and the eternal bliss of socialism on the one hand and the un¬ 
speakable degradation of capitalism on the other hand. 5 The Nazi 
philosophers distinguish the counterfeit system of bourgeois security 
from the heroic system of authoritarian Fubrertiim. The valuation of 
both systems is different with the various sociologists. But they fully 
agree in the establishment of the contrast and no less in recognizing 
that no third principle is thinkable and feasible. 

Western civilization as well as the civilization of the more advanced 
Eastern peoples arc achievements of men who have cooperated ac¬ 
cording to the pattern of contractual coordination. These civilizations, 
it is true, have adopted in some respects bonds of hegemonic struc¬ 
ture. The state as an apparatus of compulsion and coercion is by neces¬ 
sity a hegemonic organization. So is the family and its household com¬ 
munity. However, the characteristic feature of these civilizations is 
the contractual structure proper to the cooperation of the individual 
families. There once prevailed almost complete autarky and economic 
isolation of the individual household units. When interfamilial ex¬ 
change of goods and services was substituted for each family’s eco¬ 
nomic self-sufficiency, it was, in all nations commonly considered 
civilized, a cooperation based on contract. Human civilization as if 
has been hitherto known to historical experience is preponderantly 
a product of contractual relations. 

Any kind of human cooperation and social mutuality is essentially 
an order of peace and conciliatory settlement of disputes. In the 
domestic relations of any societal unit, be it a contractual or a 
hegemonic bond, there must be peace. Where there are violent con¬ 
flicts and as far as there arc such conflicts, there is neither cooperation 
nor societal bonds. 1 hose political parties which in their eagerness to 
substitute the hegemonic system for the contractual system point 
at the rottenness of peace and of bourgeois security, extol the moral 

2. Cf. Adam Ferguson, An Essay on the History of Civil Society (new cd. 
Basel, 1789), p. 208. 

Cf. Herbert Spencer, The Principles of Sociology (New York, 1014), III. 
575 - 6 "- 

4. Cf. Werner Sombart, Haendlcr und Hcldcn (Munich, 1915). 

5 - Cf Frederick Engels, The Origin of the Family , Private Property and the 
State (New \ ork, 1942), p. 144. 
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nobility of violence and bloodshed and 

the eminently natural methods of mterhuman,1 anons,^'^ 
themselves. For their own utopias are c g Marxians arc 

The Reich of the Ne» and the c<—> ted by 
planned as societies of undisturbed peac . rea dy to 

^cation, he., the t*ta. ■ states’ can 
yield without resistance. In a contr only be one Reich 

quietly coexist. In a hegemonic wor ialism inU st choose be- 

or commonwealth and ?"!>’ -jSrJTiS: oHabor encom- 
tween a renunciation of the advantages of dn q[ a 

passing the whole earth and » n P*°j* “ JJ S fact th at made Russian 
world-embracing hegemonic order. Fascism “dvnamic ” i.e.. 

Bolshevism, German Nazism, and It . arc dissolved into 

aggressive. Under contractual co "‘* , ' , "" ions P Thc hegemonic system 
a loose league of autonomous member indcpcni knt states, 

is bound to strive after the annexation • , P f ri „ ht an j law. It 

The contractual order of society is a ° s differentiated 

is a government under the rule of h i mtcrnal state. Right or 

from the welfare state (Woblfahrtsstaa ) P individuals 

law is the complex of rules determining the or ^ ^ lie socictv. 

are free to act. No such orbit is left to wards of a heg ^ ^ ^ 
In the hegemonic state there is ncit acr r, g chantic daily and 

directives and regulations which the ,rcc NV hi c h the" wards must 
apply with what discrimination he pleases without asking 

obey. The wards have one freedom oni>. } 

questions. 


3 . Calculativc Action 

All the praxeological categories are human 

they are uniquely determined by the og • . tcncc Both in acting 

mind and by the natural conditions o ma ^ f rcc |^ nl sclf from 
and in theorizing about acting, man cat ^ ^ acting catcgorially 
these categories nor go beyond them. ics is neither possible 

different from that determined b\ tn * ^. om p rc hcnd something 

nor conceivable for man. Man can ncx c q here is no history of 

which would be neither action nor nonac from nonaction to 

acting; there is no evolution which " cn ac tion and nonaction, 
action; there arc no transitory stages ><- cvcrv concrete action 

There is only acting and nonacting. n established with rc- 

all that is rigorously valid which is catego 
gard to action in general. 
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Every action can make use of ordinal numbers. For the application 

of cardinal numbers and for the arithmetical computation based on 

them special conditions are required. These conditions emerged in 

the historical evolution of the contractual societv. Thus the wav was 

• * 

opened for computation and calculation in the planning of future 
action and in establishing the effects achieved by past action. Cardinal 
numbers and their use in arithmetical operations are also eternal and 
immutable categories of the human mind. Bur their applicability to 
premeditation and the recording of action depends on certain condi¬ 
tions which were not given in the early state of human affairs, which 
appeared only later, and which could possibly disappear again. 

It was cognition of what is going on \\ irhin a world in which action 
is computable and calculable that led men to elaboration of the sciences 
of praxcology and economics. Economics is essentially a theory of 
that scope of action in w hich calculation is applied or can be applied 
if certain conditions arc realized. No other distinction is of greater 
significance, both for human life and for the study of human action, 
than that between calculable action and noncalculable action. Modern 
civilization is above all characterized by the fact that it has elaborated 
a method which makes the use of arithmetic possible in a broad field 
of activities. I his is what people have in mind when attributing to it 
the—not very expedient and often misleading—epithet of rationality. 

1 he mental grasp and analysis of the problems present in a cal¬ 
culating market system were the starting point of economic think¬ 
ing which finally led to general praxcological cognition. However, it 
is not the consideration of this historical fact that makes it necessary 
to start exposition of a comprehensive system of economics by an 
analysis of the market economy and to place before this analysis an 
examination of the problem of economic calculation. Not historical 
nor heuristic aspects enjoin such a procedure, but the requirements 
of logical and systematic rigor. The problems concerned arc apparent 
and practical only within the sphere of the calculating market ccon- 
omy. It is only a hypothetical and figurative transfer which makes 
them utilizablc for the scrutiny of other systems of society’s economic 
organization which do not allow of any calculation. Economic cal¬ 
culation is the fundamental issue in the comprehension of all problems 
commonly called economic. 1 
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Economic Calculation 


XI. VALUATION WITHOUT CALCULA 1 ION 


i. The Gradation of the Means 

various means the san.e vaKic hc aanc^^ ^ ^ tjnK needed 

ior producborTof ££ Z 1 iofl-ci opon ,0c rd.rion bcrr.cc 

the value of the ends and that of the ” lca " s * . thc cn j s a process of 
The gradation of the means * s ‘ asidc lc is manifestation 

preferring a to b. It is preferr d than j s /,. It opens a 

of a judgment that a is more . open to applica- 

tield for application of ordinal num >crs, > based on them, 

rion of cardinal numbers and arithmetic P • entitling one 

« somebody giver « *. ,Tke. *1 - 

«° attend thc °P er u aS A l can take one more. Falstaff also, 

only take one of them, Aida ,. conditions I prefer 

1 have made a choice That nt a^ umler^iven^ ^ ^ , 

Aida and Falstaff to Traviata. if ,j , ca |i the admission to 

would prefer Aida and renounce ^ , can sav; I prefer .. 

Aida a, that to FabrafJ b and that to / mm r, 

to b and b to c. . , illipn ,i v t i, c acquisition of 

The immediate goal of acting * ransiblc'things. Then acting 
countable and measurable il, PP ' c ' quantities; he prefers, for cx- 
an has to choose between countable \ f and 8 p, he 

ample, . 5 r to 7 p; but if he ad to c ^ ^ affairs by declaring that 
might prefer 8 p. We can expr This is tantamount 

he values ,5 r less than 8 P. ^ ^hcr^haiw, P ^ substitmion of 

to the statement that he prefers chnnRCS neither thc meaning ol 

8 p for a, of 15 r for b and of 7 P certainly docs not render 

the statement nor the fact that it c esc • open a field 

reckoning wirh crdin.l b-cd .p» — 

for economic calculation and 

calculation. 
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Huvian Action 


2. The Barter-Fiction of the Elementary Theory 
of Value and Prices 

The elaboration of economic theory is heuristically dependent on 
the logical processes of reckoning to such an extent that the econo¬ 
mists failed to realize the fundamental problem involved in the 
methods of economic calculation. They were prone to take economic 
calculation as a matter of course; they did not sec that it is not an 
ultimate given, but a derivative requiring reduction to more elemen¬ 
tary phenomena. They misconstrued economic calculation. They took 
it for a category of all human action and ignored the fact that it is only 
a category inherent in acting under special conditions. They were 
fully aware of the fact that interpersonal exchange, and consequently 
market exchange effected by the intermediary of a common medium 
of exchange—money, and therefore prices, arc special features of a 
certain state of society’s economic organization which did not exist in 
primitive civilizations and could possibly disappear in the further 
course of historical change. 1 But they did not comprehend that 
money prices arc the only vehicle of economic calculation. Thus most 
of their studies arc of little use. Even the writings of the most eminent 
economists arc vitiated to some extent by the fallacies implied in 
their ideas about economic calculat’ n. 

I he modern theory of value and prices shows how the choices of 
individuals, their preferring of some things and setting aside of other 
things, result, in the sphere of interpersonal exchange, in the emer¬ 
gence ot market prices.-' I hese masterful expositions arc unsatisfac¬ 
tory in some minor points and disfigured by unsuitable expressions. 
But they are essentially irrefutable. As far as they need to be amended, 
it must be done by a consistent elaboration of the fundamental 
thoughts of their authors rather than by a refutation of their rcason- 
ing. 

In order to trace back the phenomena of the market to the uni¬ 
versal category of preferring .? to />, the elementary theory of value 
and prices is bound to use some imaginary constructions. The use of 
imaginary constructions to which nothing corresponds in reality is 
an indispensable tool of thinking. No othcV method would have con¬ 
tributed anything to the interpretation of reality. But one of the most 


o\vncr-sliin^of'Hw* n S ? ho ® 1 cx » >rcsscd by asserting that private 

?orrca?cXgoric S " P-'-non. market exchange, and money ar P c "his- 

Cf - es P ccial| y Engen von Bohm-Buwerk. Kapi.al u„J Kaphalzin,, P,. II. Bk. 
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important problems of science is to avoid the fallacies which ill-consid¬ 
ered employment of such constructions can entail. 

The elementary theory of value and prices employs, apart from 
other imaginary constructions to be dealt with later, the construction 
of a market in which all transactions are performed m direct excha_g . 
There is no money; goods and services arc directly bartered a 
other goods and services. This imaginary construction is necessary 
One must disregard the intermediary role played by money m order 
to realize that what is ultimately exchanged is always economic goods 
of the first order against other such goods. Money is nothing but a 
medium of interpersonal exchange. But one must carefully guard one¬ 
self against the delusions which this construction of a market 

direct exchange can easily engender. • • 

A serious blunder that owes its origin and its tenacity o 
terpretation of this imaginary construction was the assumption that 
themedium of exchange is a neutral factor only According to this 
opinion the only difference between direct and indirect 
was that only in the latter was a medium of exchange used, he m 
tcrpolation of money into the transaction. ,t was asserted did not 
affect the main features of the business. One 1 no . ■ 

that in the course of history tremendous alterations .rthe p h^ng 
power of money have occurred and that these fluctuate.often con 
vulscd the whole system of exchange But ,t was behev ed -thatch 

events were exceptional facts caused by inapprop F . - 

“bad” money can bring about such disarrangements .In^ addition 

people misunderstood the causes and effects <> J- occur with 

They tacitly assumed that changes in purchasing J (| ^ 

regard to all goods and services at the same ™ t ^ im . 

under the assumption that there is direct cxc g t insertion 

once achieved, the only thing to be added ,s •hcsimple mseri ^ 

of money terms into the complex of theorems system was 

change. L.-cvcr, ,h» hna, c„n,,.lcj - £-.* ” 

considered of minor importance o of ctononlic teachings. 

could alter anything essential in the s ( cxchang c. What re- 

Thc main task of economics was study • ornrinv of the prob- 

mained to be done besides this was at best only a scrutiny of the prob 

“ mec " d wi,h 

3. See below, pp. 237 - 1 J 7 - 
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the main bodv of their scrutiny of the market process. About the turn 
of the nineteenth and twentieth centuries the problems of indirect 
exchange were bv and large relegated to a subordinate place. There 
were treatises on catallactics which dealt only incidentally and 
cursorily with monetary matters, and there were books on currency 
and banking which did not even attempt to integrate their subject 
into the structure of a catallactic system. At the universities of the 
Anglo-Saxon countries there were separate chairs for economics and 
for currency and banking, and at most of the German universities 
monetary problems were almost entirely disregarded. 1 Only later 
economists realized that some of the most important and most intri¬ 
cate problems of catallactics arc to be found in the field of indirect 
exchange and that an economic theory which does not pay full re¬ 
gard to them is lamentably defective. The coming into vogue of in¬ 
vestigations concerning the relation between the “natural rate of 
interest and tlie “money rate of interest." the ascendancy of the 

• 0 

monetary theory of the trade cycle, and the entire demolition of the 
doctrine of the sinuiltancousncss and evenness of the changes in the 
purchasing power of money were marks of the new tenor of eco¬ 
nomic thought. Of course, these new ideas w ere essentially a continua¬ 
tion of the work gloriouslx begun bv David Hume, the British Cur¬ 
rency School. John Stuart Mill and Cairnes. 

Still more detrimental was a second error which emerged from the 
careless use of the imaginary construction of a market with direct 
exchange. 


An inveterate fallacy asserted that things and services exchanged 
are of equal value. Value was considered as objective, as an intrinsic 
<| l, alit\ inherent in things and not merely as the expression of various 
people's eagerness to acquire them. People, it was assumed, first estab¬ 
lished the magnitude of value proper to goods and services by an 
act ot measurement anil then proceeded to barter them against quanti¬ 
ties of goods and service- of the same amount of value. This fallacy 
frustrated Aristotle's approach to economic problems and, for al¬ 
most two thousand years, the reasoning of all those for w hom Aris- 


4 . Neglect of the problem*. of indirect exchange was ccrtainlx 
political prepossessions. People did not want t '* 


influenced by 
gi\c up the thesis according to 


winch economic depressions are an evil inherent in the capitalist mode of pro¬ 
duction and arc in no wav caused by attempts to lower the rate of interest bv 
credit expansion, ashionablc teachers of economics deemed it -unscientific” to 
explain depressions as a phenomenon originating "onlv~ out of events in the 

rvclrH?/ '" 0 "? T 'I' ‘ ’’T " crc cvcn .if the historv of business 

cle.lH'.tv which onmtcd any discussion of the monetary thesis. Cf., c. R „ F.rns. 

.895V S ' ' U ' r " J " on -'l''koii"i"isch< n Kriscnthcoricn (Stuttgart. 
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totle’s opinions were authoritative. 

achievements of the classical economists and rend.^ ed the v ntmg • ^ 

i3=Si|==;£5Sre 

that results in their being exchanged. P - receivc j. Thus 
cause they appraise the things g' ve " "P.^ Xn act (>f exchange is 

the notion of a measurement <> proccss hich could he 

neither preceded nor accompan . P atwth |hc sanie value 

called a measuring of value. An *' ean res j |lt Rllt if there is a 

to two things; but then no ext . g . . rc „ 9r & to it is 

diversity in valuation, all that tan c s c* ( am ( 

that one a is valued higher, that They 

valuations arc intensive quantities application of cardinal 

are not susceptible to mental grasp b\ tnt aj P 

numbers. measurable and arc real I v 

However, the spurious idea that ‘ transaC iions was so deeply 
measured in the conduct of cco victim to the fallacy im- 

rooted that even eminent econo ^ | rv ing Fisher took it for granted 
plied. Even Friedrich von W 1CSC • w . c an j that cco- 

that there must he something l,kc l ' ic ^"^ | i , method bv which 
nomics must be able to^indicate andm simp ,y 

such measurement is effected. • values.” 

maintained that money serves ‘‘as a mc, s prefer a to b. There is 

Now, we must realize that valuing m f praxC ologically 

l he,he, . love. 

—only one pattern of preferring. fricn< j to other people, an 

prefers one girl to other girls, a ' or a consumer a loaf of 

amateur one painting to other p b' ’ ans t<) love or to dc- 

hread to a piece of candy. Preferring ^ ^ no nlcasU rcmcnt of 
sire a more than h. Just as there is • ^ ( aesthct j c enjoyment, 

sexual love, of friendship and syinp . <rf conln „,ditics. If a man 
so there is no measurement o • ^ a |j tJiat xvc c an assert 

exchanges two pounds of l,l, * tcr u c _ at ’,hc instant of the trans- 
with regard to this transaction • thjs jnstant offers to him—pre¬ 
action and under the conditions |( js certain that every act ol 

fers one shirt to two pounds «> psvc hic intensity of the 

preferring is characterized by ■ intensity of the desire to 

Wing, 5 implies. Thee are gr.de - ^ ^ rf Mi«n T„. 

s- For a critical analysis and re,u ” ‘ Hatson (London, i 9 H>>PP- 4 ‘ 

Theory ol Money and Credit, trans. ’ mcnt , Miscs, Nanonatokonovne 

for the same with regard to Wicser b 
(Geneva, 1940), pp. i 9 z "* 94 - 
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attain a definite goal and this intensity determines the psychic profit 
which the successful action brings to the acting individual. But 
psychic quantities can only be felt. They are entirely personal, and 
there is no semantic means to express their intensity and to convey 
information about them to other people. 

There is no method available to construct a unit of value. Let us 
remember that two units of a homogeneous supply are necessarily 
valued differently. The value attached to the wth unit is lower than 
that attached to the (n — i)th unit. 

In the market society there are money prices. Economic calcula¬ 
tion is calculation in terms of money prices. The various quantities 
of goods and services enter into this calculation with the amount 
of money for which they arc bought and sold on the market or for 
which they could prospectively be bought and sold. It is a fictitious 
assumption that an isolated self-sufficient individual or the general 
manager of a socialist system, i.c., a system in which there is no mar¬ 
ket for means of production, could calculate. There is no way which 
could lead one from the money computation of a market economy 
to any kind of computation in a nonmarket system. 

The Theory of Value and Socialism 

Socialists, Institutionalists and the Historical School have blamed 
economists for having employed the imaginary construction of an isolated 
individual's thinking and acting. This Robinson Crusoe pattern, it is as¬ 
serted. is of no use for the study of the conditions of a market economy. 
The rebuke is somewhat justified Imaginary constructions of an isolated 
individual and of a planned -con ;v without market exchange become 
utilizablc only through the . '*ca on of the fictitious assumption, self- 
contradictory in thought aiu cj.it* ary to reality, that economic calcula¬ 
tion is possible also within a )Mcm without a market for the means of 
production. 

It was certainly a serious blunder that economists did not become aware 
of this difference between the conditions of a market economy and a non¬ 
market economy. Yet the socialists had little reason for criticizing this fault, 
l or it consisted precisely in the fact that the economists tacitly implied the 
assumption that a socialist order of society could also resort to economic 
calculation and that they thus asserted the possibility of the realization of 
the socialist plans. 

I he classical economists and their epigones could not, of course, recog¬ 
nize the problems involved. If it were true that the value of things is 
determined by the quantity of labor required for their production or re¬ 
production, then there is no further problem of economic calculation. The 
supporters of the labor theory of value cannot be blamed for having mis¬ 
construed the problems of a socialist system. Their fateful failure was their 
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untenable doctrine of value. That some of them were ready to consider 
the imaginary construction of a socialist economy as a use u an 

pattern for a thorough reform of social organization i not con 

Lential content of their theoretical analysis. But it was ‘’■fferen ^ sub¬ 
jective catallactics. It was unpardonable for the modern economists to has 
failed to recognize the problems involved. • ■ 

Wieser was right when he once declared that many ec— ' 
unwittingly dealt with the value theory of communism and ha e on that 
account neglected to elaborate that of the present state o 
tragic that he himself did not avoid this failure. nossible 

The illusion that a rational order of economic 
in a society based on public ownership of the means o p tenacity 

its origin to the valui theory of the classical cconmnists and tei.ac,t> 

to the failure of many modern economists to thin ' '' 8 : cct j v ist 

to its ultimate conclusions the fundamental theorem o 
theory. Thus the socialist utopias were generated and as 

shortcomings of those schools of thought whic i t k . exploiting 

“an ideological disguise of the selfish class interest of ^ " 

bourgeoisie 8 " In truth it was the errors of these schooUth ^ 

socialist ideas thrive. This fact clearly demonstrates theJi P ff , thc 
Marxian teachings concerning “ideologies" and .ts modern ortsho. 

sociology of knowledge. 

3. The Problem of Economic Calculation 

Acting man uses knowledge provided by the possible 

the elaboration of technology, thc applied scici ■ P |, c 
in the field of external events. Technology shows '" ^-l.ievcd 
achieved if one wanted to achieve it, and how it lo\ i • With 
provided people were prepared to employ the means ^ ^ ^ 

the progress of the natural sciences technology prog^^ methods 

would prefer to say that thc desire to improve h„ a ncificatioii 

prompted the progress of thc natural sciences. x « i‘ rn tcclmol- 
of the natural sciences made technology quantitatn • <( f r |ic 

°gy is essentially thc applied art of quantitative p , . degree 
outcome of possible action. One calculates w ith a rc. in 

of precision the outcome of planned actions, am o • ^ CIllcr g C s. 
order to arrange an action in such a w ay that a c would 

However, the mere information conveyed by c hno ^ 

suffice for the performance of calculation only if mc * . u J tcJ for 
tion—both material and human—could he per cct \ s a | >so j utc iy 
one another according to definite ratios, or if t ie\ a .. j )C f ir , 

specific. In the former case all means of production ^ ^ ^ 

6 * Cf. Friedrich von Wieser, Der naturliche Wert (Vienna, |8K ' 1 
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although according to different ratios, for the attainment of all ends 
whatever; things would be as if only one kind of means—one kind 
of economic goods of a higher order existed. In the latter case each 
means could be employed for the attainment of one end only; one 
would attach to each group of complementary factors of production 
the value attached to the respective good of the first order. (Here 
again we disregard provisionally the modifications brought about by 
the time factor.) Neither of these two conditions is present in the 
universe in which man acts. The means can only be substituted for one 
another within narrow limits; they arc more or less specific means 
for the attainment of various ends. But, on the other hand, most 
means arc not absolutely specific; most of them are fit for various 
purposes. The facts that there arc different classes of means, that 
most of the means arc better suited for the realization of some ends, 
less suited for the attainment of some other ends and absolutely use¬ 
less for the production of a third group of ends, and that therefore the 
various means allow for various uses, set man the tasks of allocating 


them to those employments in which they can render the best serv¬ 
ice. Here computation in kind as applied by technology is of no 
avail. Technology operates with countable and measurable quantities 
of external things and effects; it knows causal relations between them, 
but it is foreign to their relevance to human wants and desires. Its 
field is that of objective use-value only. It judges all problems from 
the disinterested point of view of a neutral observer of physical, 
chemical, and biological events. For the notion of subjective use- 
value. f«»r the specifically human angle, and for the dilemmas of 
acting man there is no room in the teachings of technology. It ignores 
the economic problem: to employ the available means in such a way 


that no want more urgently felt should remain unsatisfied because 


the means suitable for its attainment were employed—wasted—for 
the attainment of a want less urgently felt. For the solution of such 
problems technology and its methods of counting and measuring arc 
unfir. 1 cchnology tells how a given end could he attained by the 
employment ot various means w Inch can be used together in various 
combinations, or how various available means could be employed for 
certain purposes. But it is at a loss to tell man which procedures he 
should choose out ot the infinite variety of imaginable and possible 
modes ot production. \\ hat acting man wants to know' is how he 
must emplo\ the available means for the best possible—the most 
economic—removal of felt uneasiness. But technology provides him 
with nothing more than statements about causal relations between 
external things. It tells, for example, 7 .1 + 3 J> + 5 c + are 
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liable to bring about 8 P. But al 'hough^it ^"^ d ' ^cannot decide 
acting man to the various g°° ouc of the infinite multitude of 
whether this precept or an> the attainment of the ends 

similarly constructed precepts bes - - can establish how a 

sought by acting man. The art 0 * g ^ ^ S * . R po j n t and to 
bridge must be built in order to sp. question whether or 

carry definite loads. But .t - ^l material 

not the construction ^Hor from an employment ,n which they 
factors of production and labor f m ^ JP^ tc „ wheth er or not 

could satisfy needs more urge ^ jt shou ld be built, what 

the bridge should be built at »*• and wh ich of the many 

capacity for bearing burdens 1 s ^ c hosen. Technological 

possibilities for its c ® ns '™ C . t '^ ns between various classes of means 
computation can establish rc . Cllhst s tutc d for one another in the 
only to the extent that thev can > ■ acli<jn is bound to discover 
attempts to attain a dc * n,t ' J" ! c| ! diviin , ilar th cy may be. without 
relations among all means, > can rcp l a cc one an- 

any regard to the question " hether o 

other in performing the same service • fron , it would be of 

Technology and the consider*.> • ’ ^ to intr oduce into thc.r 

little use for acting man if « " erc P , scrviccs . The projects and 

schemes the money prices of goo aca dcmic if they could not 
designs of engineers would be Thc lo f,y theorist in 

compare input and output or bother about such trilling 

the seclusion of his laboratory <> relations between various 

things; what he is searching or is c , ^ cager ,,, improve 

elements of thc universe. But the \ ^ far as possible, must 

human conditions by removing w j ial he is planning »s 'he 

know whether, under given cond o s, ^ uncasy . He must 

best method, or even a method, to m. I V j|( , (C an improvement 

know whether what he wants ■ affairs an d with thc advan- 

when compared with thc presen ot hcr technically realizable 

rages to he expected from the cxec^ jf thc project he has in 

projects which cannot be p g ^ conipar j M >ns can only be made 
mind absorbs thc available n 

by the use of money prices f econom ic calculation. This is 

Thus money becomes the veil i$ thc universally used 

not a separate function <> '«“ > Q . because money is the coin- 

medium of exchange, nothing cis • ds an d services can bc 

.non medium of exchange.,£«■•« s and „nly as far as this 

sold and bought on thc market ag . r rcckoning . 1 he exchange 

is the case, can men use money p 
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ratios between money and the various goods and services as estab¬ 
lished on the market of the past and as expected to be established on 
the market of the future arc the mental tools of economic planning. 
Where there are no money prices, there are no such things as eco¬ 
nomic quantities. There are only various quantitative relations be¬ 
tween various causes and effects in the external world. There is no 
means for man to find out what kind of action would best serve his 
endeavors to remove uneasiness as far as possible. 

There is no need to dwell upon the primitive conditions of the 
household economy of self-sufficient farmers. These people per¬ 
formed only very simple processes of production. For them no 
calculation was needed, as they could directly compare input and 
output. If they wanted shirts, they grew hemp, they spun, wove, 
and sewed. They could, without any calculation, easily make up 
their minds whether or not the toil and trouble expended were 
compensated by the product. But for civilized mankind a return to 
such a life is out of the question. 


4. Economic Calculation and the Market 


The quantitative treatment of economic problems must not be con¬ 
fused with the quantitative methods applied in dealing with the prob¬ 
lems of the external universe of physical and chemical events. The 
distinctive mark of economic calculation is that it is neither based 
upon nor related to anytning which could be characterized as measure¬ 
ment. 


A process of measurement consists in the establishment of the 
numerical relation of an object with regard to another object, viz., 
the unit of the measurement, l'he ultimate source of measurement is 


that of ipati.il dimensions. With the aid of the unit defined in refer¬ 
ence to extension one measures energy and potentiality, the power 
ot a thing to bring about changes in other things and relations, and 
the passing ot tone \ pointer wading is directly indicative of a spatial 
relation and oni\ indirectly of other quantities. The assumption 
undcilying measurement is the immutability of the unit. The unit 
of length is ; c rock upon which all measurement is based. It is 


assumed that man c. 
The last decades 


uinor help considering it immutable, 
have witnessed a revolution in the traditional 


epistemological setting of physics, chemistry, and mathematics. We 
arc on the eve of innovations whose scope cannot be foreseen. It may 
be that the coming generations of physicists will have to face prob¬ 
lems in some way similar to those with which praxeology must deal. 
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Perhaps they will be forced to drop the idea that there is something 
unaffected by cosmic changes which the observer can use as a scan 
ard of measurement. But however that may come the logical str - 
ture of the measurement of earthly entities in the macroscopic or 
molar field of physics will not alter. Measurement in the orbit or 
microscopic physics too is made with meter sea es. mitr . 

spectrographs—ultimately with the gross sense organs o n , 
observer and experimenter, who himself is mo ar. t can 
self from Euclidian geometry and from the notion of an unchan 0 e- 

^TEetr^monetary units and there are measurable 

of various economic goods and of many but not o a 

bought and sold. But the exchange ratios which \\c u\c ^ 

are permanently fluctuating. There is nothing constan 

in them. They defy any attempt to measure then, 1 hey arc nofac* 

in the sense in which a physicist calls the establishment of the 

of a quantity of copper a fact. They arc historical cvents express, 

of what happened once at a definite instant and under^definite a 

cumstanccs. The same numerical exchange ratio ma> 'I P . f 

but it is by no means certain whether this will rea y v PI ' t , ic 

happens, the question is open whether this idcntica cs • ^ l() 

outcome of preservation of the same circumstances o -liffcrcnt 

them rather than the outcome of the interplay o a acr _ 

constellation of price-determining factors. Num >crs • PP * rctl 

ing man in economic calculation do not refer to quai 

but to exchange ratios as they are expected-on the 

standing—to be realized on the markets of the future 

all acting is directed and which alone counts for acting ma . 

We are not dealing at this point of our investigation 
lem of a “quantitative science of economics, but w it \ • • t | ta _ 

the mental processes performed by acting man in app • % directed 

tivc distinctions when planning conduct. As action is • ‘ . a |_ 

toward influencing a future state of affairs, economic cakubn n a 
ways deals with the future. As far as it takes past events andc**** ^ 
ratios of the past into consideration, it docs so on \ 
arrangement of future action. t rilcula- 

The task which acting man wants to achieve V input nnd 

tion is to establish the outcome of acting by c b expected 

output. Economic calculation is cither an estimate o P f 

outcome of future action or the establishment o ' . , didactic- 

action. But the latter does not serve merely historical and d.dact 

7. Cf. A. Eddington, The Philosophy of Physical Science, pp. 7<>-79. « 6 ‘ 



2 I 2 


Human Action 


aims. Its practical meaning is to show how much one is free to con¬ 
sume without impairing the future capacity to produce. It is with 
regard to this problem that the fundamental notions of economic 
calculation—capital and income, profit and loss, spending and saving, 
cost and yield—are developed. The practical employment of these 
notions and of all notions derived from them is inseparably linked 
with the operation of a market in which goods and services of all or¬ 
ders are exchanged against a universally used medium of exchange, 
viz., money. They would be merely academic, without any relevance 
for acting within a world with a different structure of action. 



XII. THE SPHERE OF ECONOMIC CALCULATION 


i. The Character of Monetary Entries 
Tj'coNOMlc calculation can comprehend everything that is exchanged 

The'prices of goods and services arc either historical data desenb- 
ing past events or anticipations of probable future c\cnts. n or 
tion about a past price conveys the know ledge that one or era a 
of interpersonal exchange were effected according to t is ra |0 - 
does not convcv directly any know ledge about future prices, 
may often assume that the market conditions which determined the 
formation of prices in the recent past will not change at a 1 or at 
least not change considerably in the immediate future so that pne 
too will remain unchanged or change only slight v.. uc 1 _ 

arc reasonable if the prices concerned were the result of the ntcract ° 
of many people ready to buy or to sell provided the exchange rat os 
seemed propitious to them and if the market situation was not in¬ 
fluenced by conditions which are considered as accidental extraor 
dinary, and not likely to return. However, the mam task 
calculation is not to’ deal with the problems of uncbangingor onl> 
slightly changing market situations and prices, >" 
change. The acting individual either anticipates changes M 
occu? without his own interference and wants to a>d,«« 
to this anticipated state of affairs; or he « ants to cm I . (lcc 

ect which will change conditions even if no otic • • ■ 

a change. The prices of the past are for him merely starting points 

his endeavors to anticipate future prices. 

Historians and statisticians content themselves «' th F CCS ™ hc 
past. Practical man looks at the prices of the future be * WJ; 
immediate future of the next hour, day, or mont >. , I 

of the past are merely a help in anticipating future ™c«.Nm««g 
in his preliminary calculation of the expected outcome of FJanned 
action, but no less in his attempts to establish the result of h,s past 
transactions, he is primarily concerned «it 11 11 P .. < 

In balance sheets and in profit-anddoss monev couiv- 

past action becomes visible as the difference >ctwe <1 
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alent of funds owned (total assets minus total liabilities) at the 
beginning and at the end of the period reported, and as the difference 
between the money equivalent of costs incurred and gross proceeds 
earned. In such statements it is necessary to enter the estimated money 
equivalent of all assets and liabilities other than cash. These items 
should be appraised according to the prices at which they could prob¬ 
ably be sold in the future or, as is especially the case with equipment 
for production processes, in reference to the prices to be expected in 
the sale of merchandise manufactured with their aid. However, old 
business customs and the provisions of commercial law and of the 
tax laws have brought about a deviation from sound principles of 
accounting which aim merely at the best attainable degree of cor¬ 
rectness. These customs and laws arc not so much concerned with 
correctness in balance sheets and profit-and-loss statements as with 
the pursuit of other aims. Commercial legislation aims at a method 
of accounting which could indirectly protect creditors against loss. 
It tends more or less to an appraisal of assets below their estimated 
market value in order to make the net profit and the total funds owned 
appear smaller than they really arc. Thus a safety margin is created 
which reduces the danger that, to the prejudice of creditors, too 
much might he withdrawn from the firm as alleged profit and that an 
already insolvent firm might go on until it had exhausted the means 
available for the satisfaction of its creditors. Contrariwise tax laws 
often tend toward a method of computation which makes earnings 
appear higher than an unbiased method would. The idea is to raise 
effective tax rates without making this raise visible in the nominal 
tax rate schedules. \\ e must therefore distinguish between economic 
calculation as it is practiced by businessmen planning future trans¬ 
actions and those computations of business facts which serve other 
purposes. 1 he determination of taxes due and economic calculation 
arc two dilfcrenc things. If a law imposing a tax upon the keeping of 
domestic servants prescribes that one male servant should be counted 
as two female servants, nobody would interpret such a provision as 
anything other than a method for determining the amount of tax 
due. Likewise if an inheritance tax law prescribes that securities 
should be appraised at the stock market quotation on the day of the 
decedent's death, we are merely provided with a way of determining 
the amount of the tax. 

The duly kept accounts in a system of correct bookkeeping are 
accurate as to dollars and cents. 1 hey display an impressive precision, 
and the numerical exactitude of their items seems to remove all doubts. 
In fact, the most important figures they contain are speculative antic- 
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ipations of future market constellations. It is a mistake to compare 
the items of any commercial account to the items used in purely 
technological reckoning, e.g., in the design for the construction of a 
machine The engineer—as far as he attends to the technological s 
of his job—applies only numerical relations established by the metl 
ods of the experimental natural sciences; the businessman canno 
avoid numerical terms which are the outcome of his understanding 
future human conduct. The main thing in baiance sheets and inpro^- 
and-loss statements is the evaluation of assets an ia >1 11 . • 

bodied in cash. All such balances and statements are virtually 
balances and interim statements. They describe as w e as p 
state of affairs at an arbitrarily chosen instant while life andaction 
go on and do not stop. It is possible to wind up md.v.dual business 
units, but the whole System of social production ncvor cc e. N 
are the assets and liabilities consisting in cash exempt from the m 
determinacy inherent in all business accounting items. ^ 

on the future constellation of the market no less t an ' 
ventory or equipment. The numerical exactitude of hosincsncu'^ 
and calculations must not prevent us from realizing the uncertain^ 
and speculative character of their items and of all computations based 

° n Y«,These facts do not detract from the efficiency of 

culation. Economic calculation is as efficient as it can 

could add to its efficiency. It renders to acting man M = - '« 

which he can obtain from numerical computation. It : of course, 

a means of knowing future conditions w ,th ccr *. considered 

deprive action of its speculative character. But 

a deficiency only by those who do not come 0 fluctuating and 
that life is not rigid, that all things are perpetually fluctuating, 

that men have no certain knowledge about t ic 11 • , ■ n f onna - 

It is not the task of economic calculation <0 expand 
tion about future conditions. Its task • I • r t j on i n the 

calculation is money. 

2 The Limits of Economic Calculation 

Economic calculation cannot comprehend things which are not 
sold and bought against money. 
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There are things which are not for sale and for whose acquisition 
sacrifices other than money and money's worth must be expended. 
He w ho wants to train himself for great achievements must employ 
many means, some of which may require expenditure of money. 
But the essential things to be devoted to such an endeavor are not 
purchasable. Honor, virtue, glory, and likewise vigor, health, and 
life itself play a role in action both as means and as ends; but they do 
not enter into economic calculation. 

There are things which cannot at all be evaluated in money, and 
ihere are other things which can be appraised in money only with 
regard to a fraction of the value assigned to them. The appraisal of an 
old building must disregard its artistic and historical eminence as far 
as these qualities are not a source of proceeds in money or goods 
vendible. What touches a man’s heart only and docs not induce other 
people to make sacrifices for its attainment remains outside the pale 
of economic calculation. 

However, all this docs not in the least impair the usefulness of 
economic calculation. Those things which do not enter into the items 
of accountancy and calculation arc either ends or goods of the first 
order. No calculation is required to acknowledge them fully and 
to make due allowance for them. All that acting man needs in order 
to make his choice is to contrast them with the total amount of costs 
their acquisition or preservation requires. Let us assume that a town 
council has to decide between two water supply projects. One of 
them implies the demolition of a historical landmark, while the other 
at the cost of an increase in money expenditure spares this land¬ 
mark. The fact that the feelings which recommend the conserva¬ 
tion of the monument cannot be estimated in a sum of money does 
not in any wav impede the councilmen's decision. The values that 
are not reflected in any monetary exchange ratio arc, on the contrary, 
bv this very fact lifted into a particular position which makes the 
decision rather easier. No complaint is less justified than the lamenta¬ 
tion that the computation methods of the market do not comprehend 
things nor \cndihlc. Moral and aesthetic values do not suffer anv 
damage on account of this fact. 

Money, money prices, market transactions, anil economic calcula¬ 
tion based upon them are the main targets of criticism. Loquacious 
sermonizers disparage Western civilization as a mean svstem of mon- 
gcring and peddling. Complacency, self-righteousness, and hypocrisy 
exult in scorning the “dollar-philosophy” of our age. Neurotic re¬ 
formers, mentally unbalanced literati,’and ambitious demagogues 
take pleasure in indicting “rationality” and in preaching the "gospel 
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of the “irrational.” In the eyes of these babblers money and calcula¬ 
tion arc the source of the most serious evils. However, the fac t • 
men have developed a method of ascertaining as far as P oss ^ lc , ' C 
expediency of their actions and of removing uncaMness in he most 
practical and economic way docs not prevent anybody from arran 
ing his conduct according to the principle he considers to be ■ 
The “materialism" of the stock exchange and of business accountancy 
does not hinder anybody from living up to the standards of J oma 
a Kempis or from dying for a noble cause. 1 he fact that the , a 
prefer detective stories to poetry and that it thercforepa.v sbetter 
to write the former than the latter, is not causci >y t ic . 

and monetary accounting. It is not the fault of money tl * 
gangsters, thieves, murderers, prostitutes, corruimble offi .als^and 
judges. It is not true that honesty docs not pay. It !>• > 1 

who prefer fidelity to what they consider to be right to the ads an 

tageswhich they could derive from a different attitude. 

Other critics'of economic calculation fail to rca ''... t | 1C 
method available only to people acting in the cconom c • ^ 
division of labor in a social order based upon private 
the means of production. It can only serve the cons dc.anons o 
dividuals or groups of individuals operating in the him tu oivd 1- 

of this social order. It is consequently a calcu ation of pr s nc o., 

and not of "social sselfare.” This means that the prices of the n rU 

arc the ultimate fact for economic calculation. c. ..onsumers 

for considerations whose standard is not the demand• nw 

as manifested on the market but the byp^Knol ^ua«-- ^ 
dictatorial body managing all ® ' (>f ' ptct ,ndcd “social 

seeks to judge actions from the p-nt holc ' sot ictv.” and to 

value," i.e., from the point of v*« ^ m jnan realist 

criticize them by comparison \\ ith for economic cal- 

system in which his ow n will in supreme, « • is t | lc c; ,| c u- 

dilation. Economic calculation in ters (n ; iimcrs , lf market 

lation of entrepreneurs producing * 

society. It is of no avail for othc ^ lcllblio „ must not look at 

He who wants to employ cconom ^ |)C llscd f or talc- 

affairs in the manner of a j^ ll( , VVIlcr s, and wage earners 

lation by the entrepreneurs, capita . . ^ , rsu its „f these cate- 

of a capitalist society, tor mattc ^ - | J cvah l iatc in money objects 
gories it is inadequate. It is nonsc • J ^ loy in calculations 
which are not negotiated on. the ma 1 ^ l h e law determines 

arbitrary items which do as inde ' mn ification for having 

the amount w hich ought to t>c p- 11 
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caused a man’s death. But the prescription enacted for the determina¬ 
tion of the amends due does not mean that there is a price for human 
life. Where there is slaver)’, there are market prices of slaves. Where 
there is no slavery man, human life, and health are res extra com- 
mcrcium. In a society of free men the preservation of life and health 
are ends, not means. They do not enter into any process of accountmg 

means. . c . 

It is possible to determine in terms of money prices the sum ot the 
income or the wealth of a number of people. But it is nonsensical to 
reckon national income or national wealth. As soon as we embark 
upon considerations foreign to the reasoning of a man operating within 
the pale of a market society, we are no longer helped by monetary 
calculation methods. The attempts to determine in money the wealth 
of a nation or of the whole of mankind are as childish as the mystic 
efforts to solve the riddles of the universe by worrying about the 
dimensions of the pyramid of Cheops. If a business calculation values 
a supply of potatoes at $ioo, the idea is that it will be possible to sell 
it or to replace it against this sum. If a whole entrepreneurial unit is 
estimated $1,000,000, it means that one expects to sell it for this 
amount. But what is the meaning of the items in a statement of a 
nation’s total wealth? What is the meaning of the computation’s 
final result? What must be entered into it and what is to be left out¬ 
side? Is it correct or not to enclose the “value” of the country’s climate 
and the people’s innate abilities and acquired skill? The businessman 
can convert his property into money, but a nation cannot. 

l hc money equivalents as used in acting and in economic calcula¬ 
tion arc money prices, i.t., exchange ratios between money and other 
goods and services. I he prices arc not measured in money; they 
consist in money. Prices arc either prices of the past or expected prices 
of the future. A price is necessarily a historical fact cither of the past 
or of the future. 1 here is nothing in prices which permits one to 
liken them to the measurement of physical and chemical phenom¬ 
ena. 


>• The Changeability of Prices 

Exchange ratios arc subject to perpetual change because the condi¬ 
tions which produce them arc perpetually changing. The value that 
an individual attaches bora to monc** and to various goods and serv¬ 
ices is the outcome o, a moment's choice. Every later instant may 
generate something new md bring about other considerations and 
valuations. Not that prices ire fluctuating, but that they do not alter 
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more 

tion. 


I r.’c ''i -- 

quickly could fairly be deemed a problem requiring explana- 

Daily experience teaches people that the exchangeratiosofthe 
market are mutable. One would assume that them 
would take full account of this fact. Nevertheless all P”P' ,lar 
of production and consumption, marketing an P"^ .' f ice 

less"contaminated by a vague and contradictory nom of^ price 
rigidity. The layman is prone to consider the prese condcmn 

day’s price structure both as normal and as fair, and to condemn 
changes in the exchange ratios as a violation of the rules of nature 

0, rl“id » »pbi. .i~ >sf; f “ b “ Si: 

tate of old opinions conceived in earlier ag whether or not 

tions of production and marketing. It is questio contrary, 

prices were .ess chsnge.ble in .hose older daOn, .be cor,,r^. 

it could rather be asserted that the me g y cm bracin" 

larger national markets, the final emergence < ^ cont inuouslv 

world market, and the evolution of frequent and 

supplying the consumers have made pri b . ; n techno- 

lcss P sh y arp g In precapitalistic times there 

logical methods of prod^non Jl,ut there ^ ing supp | y 

in supplying the various local ma true ,hat prices were 

their changing demands. But even y bc of , ittle ava j| for 

somewhat more stable in a remote pas , ncv prices are 

our age. The popular notions aboutt money and 1 money P ^ „ 

not derived from ideas formed in l |\ ? r nlodcrn conditions every 
interpret them as atavistic remnants. L |» uv ine and sell- 

individual is daily faced with so manylinking about these matters 
ing that we are right in assuming that h b , 

is not simply a thought'css rcccption of *radM sh „rt-run interests arc 
It is easy to understand why thos emphasize that the 

hurt by a change in prices resent such B ^ and nl ain- 

previous prices were not only fairer fhc bws 0 f nature and 

tain that price stability is in conform! . thc s hort-run intcr- 

of morality. But every change in pnee^, nQt bc prompted 

ests of other people. Those fa\or . of price rigidity, 

by the urge to stress the fairness and n ^ of P sc |fi s h group intcr- 
Neither atavistic reminiscences n ^ stability. Its roots 

ests can explain the popularity ol the r soc i a l relations have 

are to be seen in the fact that notio of B the natural sciences, 

been constructed according to thc p shaping the social 

Thc economists and sociologists who aimed at s P B 
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sciences according to the pattern of physics or physiology only 
indulged in a way of thinking which popular fallacies had adopted 
long before. 

Even the classical economists were slow to free themselves from 
this error. With them value was something objective, i.c., a phenom¬ 
enon of the external world and a quality inherent in things and there¬ 
fore measurable. They utterly failed to comprehend the purely hu¬ 
man and voluntaristic character of value judgments. As far as we can 
sec today it was Samuel Bailey who first disclosed what is going on 
in preferring one thing to another. 1 But his book was overlooked as 
were the writings of other precursors of the subjective theory of value. 

It is not only a task of economic science to discard the errors con¬ 
cerning measurability in the field of action. It is no less a task of eco¬ 
nomic policy. For the failures of present-day economic policies are 
to some extent due to the lamentable confusion brought about by 
the idea that there is something fixed and therefore measurable in 
interhuman relations. 


4. Stabilization 

An outgrowth of all these errors is the idea of stabilization. 

Shortcomings in the governments' handling of monetary matters 
and the disastrous consequences of policies aimed at lowering the 
rare of interest and at encouraging business activities through credit 
expansion gave birth to the ideas which finally generated the slogan 
“stabilization." One can explain its emergence and its popular appeal, 
one can understand it as the fruit of the last hundred and fifty years’ 
history of currency and banking, one can, as it were, plead extenu¬ 
ating circumstances for the error involved. But no such sympathetic 
appreciation can render its fallacies any more tenable. 

Stability, the establishment of which the program of stabilization 
aims at, is an empty and contradictory notion. The urge toward 
action, i.e., improvement of the conditions of life, is inborn in man. 
Man himself changes from moment to moment and his valuations, 
volitions, and acts change with him. In the realm of action there is 
nothing perpetual but change. 1 here is no fixed point in this cease¬ 
less fluctuation other than the eternal aprioristic categories of action. 
It is vain to sever valuation and action from man's unsteadiness and the 
changeability of his conduct and to argue as if there were in the 

1. Ct. Samuel Bnilcv, A Critical Dissertation on the Nature, Measures and 
Causes of Values. London. 1825. No. 7 in Series of Reprints of Scarce Tracts in 
Economics and Political Science. London School of Economics (London, igp >. 
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universe eternal values independent of human value judgments and 
suitable to serve as a yardstick for the appraisal of real action 
All methods suggested for a measurement of the chan g« 
monetary unit’s purchasing power are more or less « « 
founded on the illusory image of an eternal and .n.niutablc being 

determines by the application of an immutable standard thcquanm> 

of satisfaction which a unit of money convexs <> j 

justification of this ill-thought idea that what is wanted is merely 

to measure changes in the purchasing power of mone • ^ 
of the stability notion lies precisely in this concept of 

power The layman, laboring under^ he llut fluctuations 

sidered money as a yardstick of prices, rl various 

of exchange ratios occur only in the relations >>«''«n the v ar.ous 

commodities and services and not also in the rc ation j t h' e 

and the ‘'totality” of goods and service* Later people rev^d the 

argument. It was no longer money to \\ hie 1 co s • ourc hasablc. 
attributed, but the “totality" of things vendible an 
People began to devise methods for working up <■" 1 ; rncss 
modity units to be contrasted to the monetary ’‘u cncc d all 
find indexes for the measurement of purchasing p * 
scruples. Both the doubtfulness and the mcompa abib^ of h p 
records employed and the arbitrary character of he procedure 
for the computation of averages were d'^egardo ,,f 

Irving Fisher, the eminent economist. "hov * the ^ # 

the American stabilization mov ement, c (>n thc mar kct for 

basket containing all thc goods thc house pr „p or tion in which 

thc current provision of her household. | f thc contcnt n f 

the amount of money required for he: p ^ d(|Har ,„ s changed, 
this basket changes, thc purchasing P . n b thc preservation of 

The goal assigned to thc policy of st ‘ , rhis vvo „| d be all right 
the immutability of this money ex P cnd ^ constant dements, if 
if the housewife and her imaginary bas and rhc sam c quan- 

the basket were always to contain the s 8 „f goo ds plavs in 
tity of each and if thc role which this * wor , d in 

thc family’s life were not to change. But « c b 

which none of these conditions is realize • thc commodities 

First of all there is thc fact that t 'b. mistake to 

produced and consumed changes continuously. 

. . ..w ruriiliiv and unchangeably as the 

*• For thc propensity of thc mind to \i accidental, cf. Bergson, l.a Vensue 
essential thing and change and motion as 

"j'cfXTngte.V n„.no ,i (NOW York. PP- -9- 
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identify wheat with wheat, not to speak of shoes, hats, and other 
manufactures. The great price differences in the synchronous sales 
of commodities which mundane speech and statistics arrange in the 
same class clearly evidence this truism. An idiomatic expression as¬ 
serts that two peas are alike; but buyers and sellers distinguish various 
qualities and grades of peas. A comparison of prices paid at different 
places or at different dates for commodities which technology or 
statistics call by the same name, is useless if it is not certain that their 
qualities—but for the place difference—are perfectly the same. Qual¬ 
ity means in this connection: all those properties to which the buyers 
and would-be-buyers pay heed. The mere fact that the quality of all 
goods and sendees of the first order is subject to change explodes one 
of the fundamental assumptions of all index number methods. It is 
irrelevant that a limited amount of goods of the higher orders— 
especially metals and chemicals which can be uniquely determined 
by a formula—arc liable to a precise description of their characteristic 
features. A measurement of purchasing power would have to rely 
upon the prices of the goods and services of the first order and, what 
is more, of nil of them. To employ the prices of the producers’ goods 
is not helpful because it could not avoid counting the various stages 
of the production of one and the same consumers* good several times 
and thus falsifying the result. A restriction to a group of selected goods 
would be quite arbitrary and therefore vicious. 

Hut even apart from all these insurmountable obstacles the task 
would remain insoluble. For not < »• * do riie technological features of 
commodities change and new kirn f goods appear while many old 
ones disappear. Valuations change too, and they cause changes in 
demand and production. The assumptions of the measurement doc¬ 
trine would require men whose wants and valuations are rigid. Only 
if people were to value the same things always in the same way, could 
we consider price changes as expressive of changes in the power of 
money to buy things. 

As it is impossible to establish the total amount of money spent 
at a given fraction of time for consumers’ goods, statisticians must 
rely upon the prices paid for individual commodities. This raises two 
further problems for which there is no apodictic solution. It becomes 
necessary to attach to the various commodities coefficients of im¬ 
portance. It would be manifestly wrong to let the prices of various 
commodities enter into the computation without taking into account 
the different roles they play in the total system of the individuals’ 
households. But the establishment of such proper weighting is again 
arbitrary. Secondly, it becomes necessary to compute averages out 
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of the data collected and adjusted. But there exist different methods 
for the computation of averages. There are the anthmet.c the geo¬ 
metric, the harmonic averages, there is the quas,-average kno«n as 
the median. Each of them leads to different results. 
can be recognized as the unique way to atta.n a log.calh unas a- b'e 
answer. The decision in favor of one of these methods of computat. n 

^ If^aH human conditions were unchangeable, if all people -re ■,[- 
ways to repeat the same actions because the,r uneas.ness and the,r 
ideas about its removal were constant, or if "C N '. crc " f dividua | s 
assume that changes in these factors occurring " 111 s ( 

or groups are allays outweighed by opposite i ' " 

individuals or groups and therefore do not affect total demand and 
total supply, we would live in a world of stability But ■ 
in such? world money’s purchasing power coull chang ^ of 

tory. As will be shown later, changes in the P“«h- ^ ditics 

money must necessarily affect the prices o *1 <• t con- 

and services at different times and to different exre *•. h)Ction 

sequcntly bring about changes in demand an sup| . 

-d consumption.* The idea implied in the 

of prices, as if-other things being equal- if thc 
drop evenly, is untenable. Other things c. 

purchasing power of money changes. . t o 

In the field of praxeology ^ W condi- 

the notion of measurement. In thc h> p ( )d 0 f 

tions there are no changes to be measured. J^^.hSch could 
change there arc no fixed points, dimen ' hasinff po wcr never 
serve as a standard. The monetary unP lc purchasable, 
changes evenly with regard to all thi1 g' tv if ,|, cy do not 

The notions of stability and stabiliza 1 • ....'ever this state of 

refer to a state of rigidity and its P rc ^j^" t|v to its ultimate logical 
rigidity cannot even be thought out c ^ thcrc is action, there 

consequences; still less can it be realize . 

is change. Action is a lever of change. . , <r - t ; s ri ca l bureaus 

The pretentious solemnity which «***«« ^ S'^t of living 
display in computing indexes of pure . P ^ rathcr crude and 
is out of place. These index nun, * - ^ occurrcd . In periods 

inaccurate illustrations of changes pp | v of and thc dc- 

of slow alterations in the at all. In 

mand for money they do not c 

4. See below, pp. 408-410. 

5. Cf. below, pp. 249 _2 5 1, 
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periods of inflation and consequently of sharp price changes they 
provide a rough image of events which every individual experiences 
in his daily life. A judicious housewife knows much more about price 
changes as far as they affect her own household than the statistical 
averages can tell. She has little use for computations disregarding 
changes both in quality and in the amount of goods which she is 
able or permitted to buy at the prices entering into the computation. 
If she “measures” the changes for her personal appreciation by tak¬ 
ing the prices of only two or three commodities as a yardstick, she 
is no less "scientific” and no more arbitrary than the sophisticated 
mathematicians in choosing their methods for the manipulation of 
the data of the market. 

In practical life nobody lets himself be fooled by index numbers. 
Nobody agrees with the fiction that they arc to be considered as 
measurements. Where quantities arc measured, all further doubts 
and disagreements concerning their dimensions cease. These ques¬ 
tions arc settled. Nobody ventures to argue with the meteorologists 
about their measurements of temperature, humidity, atmospheric 
pressure, and other meteorological data. But on the other hand no¬ 
body acquiesces in an index number if he docs not expect a personal 
advantage from its acknowledgment by public opinion. The estab¬ 
lishment of index numbers docs not settle disputes; it merely shifts 
them into a field in which the clash of antagonistic opinions and in¬ 
terests is irreconcilable. 

1 lunian action originates change. As far as there is human action 
there is no stability, but ceaseless alteration. The historical process 
is a sequence of changes. It is beyond the power of man to stop it and 
to bring about an age of stability in which all history comes to a 
standstill. It is mans nature to strive after improvement,'to beget new 
ideas, and to rearrange the conditions of his life according to these 


The prices of the market arc historical facts expressive of a state 
-I arta.ts that prevailed at a definite instant of the irreversible historical 
pirn css In the praxcological orbit the concept of measurement does 
not make any sense In the imaginary-and, of course, unrealizable- 

T C ', T \ r S,abilitV ,hcrc arc "" Ganges to he measured. In 
n i^" permanent change there are no fixed points, ob- 

measured fC ;U,ons " lth rc ? ard to " hich changes could be 
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5. The Root of the Stabilization Idea 

Economic calculation does not require monetary stability m the 
sense in which this term is used by the champ.ons of the ' 
movement. The fact that rigidity in the monetary un M 
power is unthinkable and unrealizable docs not 1mp.11 
of economic calculation. What economic calculation ,e. 
monetary system whose functioning is not sa ~ CM -. 

interference. The endeavors to expand the quantity of u»m<- ^ 

culation either in order to increase the government s capauts j. ^ 
or in order to bring about a temporary lowering of ■ ■ 
terest disintegrate all currency matters and 

culation. The first aim of monetary policy mm. be t| co ^ itil>ns 
ments from embarking upon inflat.on and from creat. * 
which encourage credit expansion on the part of bank • ^ 

program is very different from the confused and self-con, radutois 

great and abrupt fluctuations in the siipph ° m . |j r j K . 

to the middle of the nineteenth century, silver served - " , 

purposes of economic calculation. Changes m the :uUm. 
the supply of and the demand for tlve ,h.„ ,1 k- 

ing alterations in purchasing powei • . . 

entrepreneur's economic calculation cu d disrc^u hc» « 
going*too far afield. Precis!.. unatuma e in ££ Juc 


going too tar ahem. rrccisi»n *. . • due 

quite apart from the shortcoming^ husincssinan can- 

consideration to monetary changes. \ - / . | u . deals 

not help employing dam* .. 

with future prices and future costs ' thc rcsll | t „f pas, action 
bookkeeping in their endeavors to es > u t| , c csti „,a,ion of 
arc m thc same position as far as tnc> I €# f a || these 

fixed equipment, inventories, and rcccix. • * these 

uncertainties economic calculation can J alcllb . 

uncertainties do not stem from dthucnc h t J,| W avs deals with 

tion. They are inherent in thc essence of acting that > 

thc uncertain future. slablc did not originate 

The idea of rendering purchasing | ^ formula 

(. Incidentally, no practical calculation t l ' t l f 1| . l ^ | ,J > . u |. ll i c , l , itself depends 

underlying the process of calculation m > \ is ,| lcrc f„rc necessarily m- 

on thc approximate establishment oi «|u . (l> .,n exact science ol 

accurate. Economics is. as has *%££££££ ^ the Cain of thought. 

Xiic history.-.. for ..- theory. 
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from endeavors to make economic calculation more correct. Its 
source is the wish to create a sphere withdrawn from the ceaseless 
flux of human affairs, a realm which the historical process does not 
affect. Endowments which were designed to provide in perpetuity 
for an ecclesiastic body, for a charitable institution, or for a family 
were long established in land or in disbursement of agricultural prod¬ 
ucts in kind. Later annuities to be settled in money were added. En- 
dowers and beneficiaries expected that an annuity determined in 
terms of a definite amount of precious metals would not be affected 
by changes in economic conditions. But these hopes were illusory. 
Later generations learned that the plans of their ancestors were not 
realized. Stimulated by this experience they began to investigate how 
the aims sought could be attained. Thus they embarked upon attempts 
to measure changes in purchasing power and to eliminate such 
changes. 


1 he problem assumed much greater importance when govern¬ 
ments initiated their policies of long-term irredeemable and perpetual 
loans. T he state, this new deity of the dawning age of statolatry, this 
eternal and superhuman institution beyond the reach of earthly 
frailties, offered to the citizen an opportunity to put his wealth in 
safety and to enjoy a stable income secure against all vicissitudes. It 
opened a way to free the individual from the necessity of risking and 
acquiring his wealth and his income anew each day in the capitalist 
market. He who invested his funds in bonds issued by the government 
and its subdivisions was no longer subject to the* inescapable laws 
of the market and to the sovereignty of the consumers. He was no 
longer under the necessity of investing his funds in such a way that 
they would best serve the wants and needs of the consumers. He was 
secure, he was safeguarded against the dangers of the competitive 
market in which losses arc the penalty of inefficiency; the eternal state 
had taken him under its wing and guaranteed him the undisturbed 
enjoyment of his funds. Henceforth his income no longer stemmed 
f.om the process of supplying the wants of the consumers in the 
best possible way. but from the taxes levied bv the state’s apparatus 

ri,iVr P S .'° n C ° CrC '° n - Hc " as no '“"gcr'a servant of his fellow 
® *; |CC ' *? ‘ ,c,r sovereignty; hc was a partner of the govem- 

th™ ' " ^ PC ° P|C 3nd CX1,Ctcd tributc from thent What 

the government paid as interest was less than the market offered. But 

e ,S ren r " i,S r r weighcd bv ,hc unt ] ucs tionable solvency of 
the debtor, the state whose revenue did not depend on satisfying the 
public, but on insisting on the payment of taxes. 

In spite of the unpleasant experiences with public debts in earlier 
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days, people were ready to trust freely the modernized state of the 
nineteenth century. It was generally assumed that this neu ate 
would scrupulously meet its voluntarily contracted 0M.gat.0m. 
Capitalists and entrepreneurs were fully aware of the fact that in the 
market society there is no means of preserving acquire " • 
than by acquiring it anew each day in tough competition "' • 

body, with the already existing firms as well as "it 
“operating on a shoe string." The entrepreneur, grmvn old and 

weary and'no longer prepared to risk his hard-earnc " ncoolc's 
attempts to meet the wants of consumers, and the heir ° “ deferred 
profits, lazy and fully conscious of his own me c -J ( 
investment in bonds of the public debt because they "anted to 

free from the law of the market. Mtlinnn «e t | ic 

Now, the irredeemable perpetual public debt pmPP' 
stability of purchasing power. Although the state and . 1 

may be eternal, the interest paid on the public clcl.r c<.uM be etcrn.U 

only if based on a standard of unchanging Nii uc - 11 cncU rship. 
™ who fa security's sehe shuns*£*£2^^ 
and investment in free enterprise and p rt! <- b n , r r a i, s . 

faced again with the problem of the change* >i itv <> 1 ro om 

He discovers that in the frame of a market sock > (() 

left for wealth not dependent upon the mar ^ 

find an inexhaustible source of income fail. security and 

There are in this world no such things as st.bd.tji™*^ >. |lvrc 

no human endeavors arc powerful enough to hr g ns „f ac . 

is in the social system of the market socict\ n ° > . c to t hc 

quiring wealth and of preserving it than cW , pavnK ius 

consumers. The state is, of course, in a p<* vcn t h' c most 

from its subjects and to borrow funds. <nv * j c f v the laws 
ruthless government in the long run is not * C us ‘. s t hc sums 
determining human life and action. If the g° | )CSt scr vc thc 

borrowed for investment in those lines in " . llc . . CS1; entrepreneurial 
wants of the consumers, and if it succeci s in entrepreneurs, 

activities in free and equal competition wit a | • . j ntcrcs t 

it is in the same position as any other invests funds 

because it has made surpluses. But if the b Js thc money for 

unsuccessfully and no surplus results, or i I ^ <)f tlisn p pca rs cn- 
current expenditure, the capital borro" and princ i p al could 

Qrely, and no source is opened from " h available for 

b= paid. Then taxing the people is the 00'^^^ , n asking taxes 
complying with thc articles of thc crcd $ answeral) l c for 

for such payments the government makes t 
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money squandered in the past. The taxes paid are not compensated 
by any present service rendered by the government’s apparatus. 
The government pays interest on capital which has been consumed 
and no longer exists. The treasury is burdened with the unfortunate 
results of past policies. 

A good case can be made out for short-term government debts 
under special conditions. Of course, the popular justification of war 
loans is nonsensical. All the materials needed for the conduct of a 
war must be provided bv restriction of civilian consumption, by 
using up a part of the capital available and by working harder. The 
whole burden of warring falls upon the living generation. The com¬ 
ing generations arc only affected to the extent to which, on account 
of the w ar expenditure, they will inherit less from those now living 
than they would have if no w ar had been fought. Financing a war 
through loans docs not shift the burden to the sons and grandsons. 7 
Ir is merely a method of distributing the burden among the citizens. 
If the whole expenditure had to be provided by taxes, only those 
w ho have liquid funds could be approached. The rest of the people 
would not contribute adequately. Short-term loans can be instru¬ 
mental in removing such inequalities, as they allow for a fair assess¬ 
ment on the owners of fixed capital. 

The long-term public and semipublic credit is a foreign and dis¬ 
turbing clement in the structure of a market society. Its establish¬ 
ment w as a futile attempt to go beyond the limits of human action 
and to create an orbit of security and eternity removed from the 
rrans.tor.ness and instability of earthly affairs. What an arrogant 
presumption to borrow and to lend money for ever and ever, to make 
contracts for eternity, to stipulate for'all times to come! In this 
respect it mattered little whether the loans w ere in a formal manner 
m:ule irredeemable or not; intentionally and practically they were 
as a rule considered and dealt with as such. In the heyday of liberalism 
some \\ estern nations really retired parts of their long-term debt bv 
vmks, reimbursement. But for the most part new debts were only 
heaped upon old ones. The financial history of the last century shows 
a steady increase m the amount of public indebtedness. Nobody be- 

™n';" T " iU " tcrnallv drJ S burden of these interest 
payments. It .s obvious that sooner or Inter all these debts will be 
liquidated in some way or other, hut certainly not by payment of 
interest and principal according to the terms of the contract. A host 

available for'Jendini^Wc'iVn'll!™ n borr " wcd fr ""' who have money 
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of sophisticated writers are already busy elaborating the moral 
palliation for the day of final settlement.' 

The fact that economic calculation in terms of money, is unequal to 
the tasks which are assigned to it in these illusory schemes tor estab¬ 
lishment of an unrealizable realm of calm removed from the inescap¬ 
able limitations of human action and providing eternal security can¬ 
not be called a deficiency. There arc no such things as eternal, abso¬ 
lute, and unchanging values. The search for a standard of such values 
is vain. Economic calculation is not imperfect because it docs nor 
correspond to the confused ideas of people yearning for a stable in¬ 
come not dependent on the productive processes o! men. 

8 . The most popular of these doctrines is crystallized in the phrase: A public 
debt is no burden because we owe it to ourselves. If this were true. l,, *“ llu 
wholesale obliteration of the public debt would be an innocuous «pc««on. J 
mere act of bookkeeping and accountancy. I he fact i* that the P'» c 1 
embodies claims of people who have in the past entrusted funds to the la ¬ 
ment against all those who arc daily producing new xvea th. t burdc s the pr.- 

ducing strata for the benefit of another part of the people. h ,s I * reouired 
the producers of new wealth from this burden by collecting the «xes rec,u red 
for the payments exclusively from the bondholders. But tins means undisguised 
repudiation. 



XIII. MONETARY CALCULATION AS A TOOL 

OF ACTION 


i. Monetary Calculation as a Method of Thinking 

M onetary calculation is the guiding star of action under the 
social system of division of labor. It is the compass of the man 
embarking upon production. He calculates in order to distinguish 
the remunerative lines of production from the unprofitable ones, 
those of which the sovereign consumers arc likely to approve from 
those of which they arc likely to disapprove. Every single step of 
entrepreneurial activities is subject to scrutiny by monetary cal¬ 
culation. The premeditation of planned action becomes commercial 
precalculation of expected costs and expected proceeds. The retro¬ 
spective establishment of the outcome of past action becomes account¬ 
ing of profit and loss. 

1 he system of economic calculation in monetary terms is condi¬ 
tioned by certain social institutions. It can operate only in an in¬ 
stitutional setting of the division of labor and private ownership of the 
means of production in which goods and services of all orders are 
bought and sold against a generally used medium of exchange, i.e., 
money. 

Monetary calculation is the method of calculating employed by 
people acting within the frame of society based on private control of 
the means of production. It is a device'of acting individuals; it is a 
mode of computation designed for ascertaining private wealth and 
income and private profits and losses of individuals acting on their 
own behalf within a free enterprise society. 1 All its results refer to the 
actions of individuals only. When statisticians summarize these results, 
the outcome shows the sum of the autonomous actions of a plurality 
of self-directing individuals, but not the effect of the action of a 
collective body, of a whole, or of a totality. Monetary calculation is 
entirely inapplicable and useless for any consideration which does not 
look at things from the point of view of individuals. It involves cal¬ 
culating the individuals’ profits, not imaginary “social” values and 
social welfare. J 


i. In partnerships and corporations it is alw 
not only one individual. 


ays individuals who act, although 
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Monetary calculation is the main vehicle of planning and acting 
in the social setting of a society of free enterprise directed and con¬ 
trolled by the market and its prices. It developed in this frame and was 
gradually perfected with the improvement of the market mechanism 
and with the expansion of the scope of things which are negotiated 
on markets against money. It was economic calculation that assigned 
to measurement, number, and reckoning the role they play our 
quantitative and computing civilization. 1 he measurements o p v sics 
and chemistry make sense for practical action only because there is 
economic calculation. It is monetary calculation that made arithmetic 
a tool in the struggle for a better life. It provides a mode of using 
the achievements of laboratory' experiments for the most efficacious 

removal of uneasiness. . 

Monetary calculation reaches its full perfection in capita accoun 
ing. It establishes the money prices of the available means and con- 
fronts this total with the changes brought about by action and b> 
the operation of other factors. This confrontation shows what changes 
occurred in the state of the acting men s affairs, and the magnitude of 
those changes; it makes success and failure, profit and loss ascertain¬ 
able. The system of free enterprise has been dubbed capitalism 
order to deprecate and to smear it. However, this term can be con¬ 
sidered very pertinent. It refers to the most characteristic featureof 
the system, its main eminence, viz. the role the notion of capital plays 

in its conduct. . . . . . n 

There are people to whom monetary calculation is repub.x c. 1 y 

do not want to be roused from their daydreams bv t c \ oicc o 
reason. Reality sickens them, they long for a realm of unlimitedop¬ 
portunity. They arc disgusted by the meanness of a soc,°rdem 

which everything is nicely reckoned in dollars and penn* . They 
call their grumbling the noble deportment worthy of the friends of 
the spirit, of beauty, and virtue as opposed to tic ign” . 

and villainy of Babbittry. However, the cult <> , : c ratjona | it y 

wisdom and the search for truth arc not lunderc . •' 

of the calculating and computing mind. It is on > ^ 
that cannot thrive in a milieu of sober criticism. The cool headed 
reckoner is the stem chastiser of the ecstatic visionary. 

Our civilization is inseparably linked with our methods of eco¬ 
nomic calculation. It would perish if we were to abandim this most 
precious intellectual tool of acting. Goethe was right in cal .ng book 
keeping by double entry “one of the finest inventions of the human 

mind.” 2 

2. Cf. Goethe, Wilhelm Master's Apprenticeship , Bk. I, chap. x. 
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2. Economic Calculation and the Science of 
Human Action 

The evolution of capitalist economic calculation was the neces¬ 
sary condition for the establishment of a systematic and logically 
coherent science of human action. Praxeology and economics have 
a definite place in the evolution of human history and in the process 
of scientific research. They could only emerge when acting man 
had succeeded in creating methods of thinking that made it possible 
to calculate his actions. The science of human action was at the 
beginning merely a discipline dealing with those actions which can 
be tested by monetary calculation. It dealt exclusively with what we 
may call the orbit of economics in the narrower sense, that is, with 
those actions w hich within a market society arc transacted by the 
intermediary of money. The first steps on the way to its elaboration 
were odd investigations concerning currency, moneylending, and the 
prices of various goods. The knowledge conveyed by Gresham’s Law, 
the first crude formulations of the quantity theory of money—such 
as those of Bodin and Davanzati—and the Law of Gregory King 
mark the first dawn of the cognition that regularity of phenomena 
and inevitable necessity prevail in the field of action. The first com¬ 
prehensive system of economic theory, that brilliant achievement of 
the classical economists, was essentially a theory of calculated action. 
It drew* implicitly the borderhne between what is to be considered 
economic and what rnomic along the line which separates 

action calculated in m.».*. arv terms from other action. Starting 
from this basis the ccor : ^ts were bound to widen step by step the 
field of their studies until they finally developed a system dealing 
with all human choices, a general theory of action. 



Part Four 


Catallactics or Economics of the 


\Lv her 


Society 


XIV. THE SCOPE AND METHOD Ol CA I A1J AC I K > 


i. The Delimitation of Catallactic Problems 

T here have never been anv doubts and uncertainties about the 
scope of economic science. Ever since people hav e been u'gi ' 
for a systematic study of economics or political cconomv. a 
agreed that it is the task of this branch of knowledge to investigate 
the market phenomena, that is. the determination ol the mutua s' 
change ratios of the goods and services negotiated on niai set', t 
origin in human action and their effects upon later action. k 
tricacy of a precise definition of the scope of economics d« ' 
stem from uncertainty with regard to the orbit ol t » |> u 
to be investigated. It is due to the fact that the attempts " c <■ • 

the phenomena concerned must go beyond the range " ' • 

and of market transactions. In order to conceive the "' | l 
one is forced to study the action of h> po.hetie.il W indiv idu.il 
on one hand and to contrast the market \v stun ul ‘ oll; ;i 

socialist commonwealth on the other hand, n stm . r 1 
exchange one cannot avoid dealing w ith autistic e change- 

it hi no longer possible to define . . science in 

hmd of action which is the props. K ' - w illcns its |„„i/on 

the narrower sense, and other actum. * action, into 

and turns into a general science of a ■ • . W| rt , isc |v. 

praxeology. The question emerges of how or |, ir 

within the broader field of general prascol e v. • 
specifically economic p-ob'ems- i|>|cll , „ f , precise delimita- 

1 he abortive attempts to «>!' I ;ls a criterion either the 

fon of the scope of catallactics ast ' ^ ^ ;lj , m ,, ,, llt thc 

motives causing action or the t'* . jnsti tint , mm \ action is 
'aritty and manifoldness of ,ht . lvc stlK u of acting. Every action 

without relevance for a eompre ^ f ^ ((nt1sincss , t does not mat- 

;: r TT d by ‘ hC 'f'fctio.Hio'' people qualify this uneasiness from 
'er for the science of:acu<» " I j ' (>f vicM , lt is thc task 

JSSSnSStf..4 .*». 
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gations to the study of those prices which result or are likely to 
result from a conduct displaying attitudes to which psychology, 
ethics, or any other way of looking at human behavior would attach 
a definite label. The classification of actions according to their various 
motives may be momentous for psychology and may provide a yard¬ 
stick for a moral evaluation; for economics it is inconsequential. Es¬ 
sentially the same is valid with regard to the endeavors to restrict the 
scope of economics to those actions which aim at supplying people 
with tangible material things of the external universe. Strictly speak¬ 
ing, people do not long for tangible goods as such, but for the serv¬ 
ices which these goods are fitted to render them. They want to attain 
the increment in well-being which these services arc able to convey. 
But if this is so, it is not permissible to except from the orbit of “eco¬ 
nomic” action those actions which remove uneasiness directly with¬ 
out the interposition of any tangible and visible things. The advice of 
a doctor, the instruction of a teacher, the recital of an artist, and other 
personal services arc no less an object of economic studies than the 
architect’s plans for the construction of a building, the scientist’s 
formula for the production of a chemical compound, and the author’s 
contribution to the publishing of a book. 

1 he subject matter of catallactics is all market phenomena with all 
their roots, ramifications, and consequences. It is a fact that people in 
dealing on the marker arc motivated not only by the desire to get 
food, shelter, and sexual enjoyment, but also by manifold “ideal” 
urges. Acting man is always concerned both with “material” and 
“ideal things. I !c chooses between various alternatives, no matter 
whether they arc to be classified as material or ideal. In the actual scales 
of value material and ideal things arc jumbled together. Even if it 
w ere feasible to draw a sharp line between material and ideal con¬ 
cerns, one must realize that every concrete action cither aims at the 
realization both of material and ideal ends or is the outcome of a 
choice between something material and something ideal. 

W hether it is possible to separate neatly those actions which aim 
at the satisfaction of needs exclusively conditioned by man’s physio¬ 
logical constitution from other “higher” needs can be left undecided. 
Bur we must not overlook the fact that in reality no food is valued 
solely lor its nutritive power and no garment or house solely for the 
protection it affords against cold weather and rain. It cannot be denied 
that the demand for goods is widely influenced by metaphysical, 
religious, and ethical considerations, by aesthetic value judgments, by 
customs, habits, prejudices, tradition,' changing fashions, and many 
ot ier t ungs. o an economist who would try to restrict his investi- 



The Scope and Method of Catallactics 235 

gations to “material” aspects only, the subject matter of inquiry 
vanishes as soon he wants to catch it. 

All that can be contended is this: Economics is mainly concerned 
with the analysis of the determination of money prices of goods and 
services exchanged on the market. In order to accomplish this task 
it must start from a comprehensive theory of human action. More¬ 
over, it must study not only the market phenomena, but no less the 
hypothetical conduct of an isolated man and of a socialist community. 
Finally, it must not restrict its investigations to those modes of action 
which in mundane speech are called “economic” actions, but must 
deal also with actions which arc in a loose manner of speech called 


“uneconomic.” 

The scope of praxeology, the general theory of human action, can 
be precisely defined and circumscribed. 1 he specifically economic 
problems, the problems of economic action in the narrower sense, 
can only by and large be disengaged from the comprehensive body 
of praxeological theory. Accidental facts of the history of science and 
conventions play a role in all attempts to provide a definition of the 

scope of “genuine” economics. ... c 

Not logical or epistemological rigor, but considerations of ex¬ 
pediency and traditional convention make us declare that t ic ic 0 
catallactics or of economics in the narrower sense is the analysis of 
the market phenomena. This is tantamount to the statement: Catal¬ 
lactics is the analysis of those actions which arc conducted on the 

basis of monetary calculation. Market exchange and monetary cal¬ 
culation are inseparably linked together. A market in which there 
is direct exchange only is merely an imaginary construction. On the 
other hand, money and monetary calculation are cond.tioncd by the 


existence of the market. , . . 

It is certainly one of the tasks of economics to analyze the n - 
ing of an imaginary socialist system of production. But access to this 
study too is possible only through the study of catallactics, the eluc da¬ 
tum of a system in which there are money prices and economic cal- 
culation. 


The Denial of Economics 

There are doctrines flatly denying that there can b ^ccofece. 
nomics. What is taught nowadays at most of t c uni 
label of economics is practically a denial of it. . . . , 

He who contests the existence of economics virtually denies that man s 
well-being is disturbed by any scarcity of externa factors. Everybody, 
he implies could enjoy the perfect satisfaction of all his wishes, provided 
a reform succeeds in overcoming certain obstacles brought about by map- 
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propriatc man-made institutions. Nature is open-handed, it lavishly loads 
mankind with presents. Conditions could be paradisiac for an indefinite 
number of people. Scarcity is an artificial product of established practices. 
The abolition of such practices would result in abundance. 

In the doctrine of Karl Marx and his followers scarcity is a historical 
category only. It is the feature of the primeval history of mankind which 
will be forever liquidated by the abolition of private property. Once man¬ 
kind has effected the leap from the realm of necessity into the realm of 
freedom 1 and thereby reached “the higher phase of communist society** 

' it will be feasible to give “to 
each according to his needs." - There is in the vast flood of Marxian writ¬ 
ings not the slightest allusion to the possibility that a communist society in 
its “higher phase" might have to face a scarcity of natural factors of pro¬ 
duction. The fact of the disutility of labor is spirited away by the assertion 
that to work, under communism of course, will no longer be pain but 
pleasure, “the primary necessity of life.” 3 The unpleasant experiences of 
the Russian "experiment" are interpreted as caused by the capitalists* 
hostility, by the fact that socialism in one country only is not yet perfect 
and therefore has nor vet been able to bring about the “higher phase," and, 
more rcccntlv, bv the war. 

r r 


there will be abundance and consequents 


I hen there are the radical inflationists as represented, for example, by 
Proudhon, Ernest Solvav. and. in present-day America, by the doctrine of 
"functional finance." In their opinion scarcity is created by the artificial 
checks upon credit expansion and other methods of increasing the quantity 
of money in circulation, enjoined upon the gullible public by the selfish 
class interests of bankers and other exploiters. They recommend unlimited 
public spending as the panacea. 

The foremost American champion of the substitution of an economy of 
abundance lor the allegedly artificial economy of scarcitv is the former 
Vice-President of the United States. Henry A.’Wallace. \ir. Wallace will 
be remembered in history as the originator of the vastest scheme ever 
carried out to restrict by government decree the supply of essential food¬ 
stuffs and raw materials. I low ever, this record in no wav impairs the popu¬ 
larity of his teachings. 


Such is the m\ th of potential plenty and abundance. Economics may 
leave it to the historians and psychologists to explain the popularity of this 
kind of \\ ishful thinking and indulgence in daydreams. All that economics 
has to say about such idle talk is that economics deals with the problems 
man has to face on account of the fact that his life is conditioned bv natural 
factors. It deals with action, i.e., with the conscious endeavors to remove 
as far as possible felt uneasiness. It has nothing to assert with regard to the 


1. Cf. Engels, //err// F/igc*// / 
Stuttgart, 19m), p. 306. 

;. ('(. Karl Marx. Y.ur Kririk 
Ciotha. cd. Krcihich (Rcichcnbe 
3. Cf. ibid. 


hibring* Utmialztmg dcr Wissenscbaft ( 7 th cd. 
-/-f c/ lialdcmokratisckcn Parreiprogrannns von 

rg. p. 1-. 
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state of affairs in an unrealizable and for human reason even inconceivable 
universe of unlimited opportunities. In such a world, it may be admitted, 
there will be no law of value, no scarcity, and no economic problems. 
These things will be absent because there will be no choices to be made 
no action, and no tasks to be solved by reason. Beings which would have 
thrived in such a world would never have developed reasoning and think¬ 
ing. If ever such a world were to be given to the descendants of the human 
race, these blessed beings would see their power to think wither away and 
would cease to be human. For the primary task of reason is to cope con¬ 
sciously with the limitations imposed upon man by nature, to fight against 
scarcity. Acting and thinking nun is the product of a universe of scarcity 
in which whatever well-being can be attained is the pri/c of toil and 
trouble, of conduct popularly called economic. 


2. The Method of Imaginary Constructions 

The specific method of economics is the method of imaginary con¬ 
structions. . 

This method is the method of praxeology. That it has been care¬ 
fully elaborated and perfected in the field of economic studies in the 
narrower sense is due to the fact that economics, at least until now. 
has been the best-developed part of praxeology. Everyone " 10 w ants 
to express an opinion about the problems commonly called economic 
takes recourse to this method. The employment of these imaginary 
constructions is, to be sure, not a procedure peculiar to the scicnti u 
analysis of these problems. The layman in dealing with them resorts 

to the same method. But while the layman’s constructions are moic 
or less confused and muddled, economics is intent upon c a >ora mg 
them with the utmost care, scrupulousness, and precision, and upon 
examining their conditions and assumptions critically. 

An imaginary construction is a conceptual image of a sequence <> 
events logically evolved from the elements of action emp ■" 1 ' 

formation. It is a product of deduction, ultimately derived from the 
fundamental category of action, the act of preferring and setting 
aside. In designing such an imaginary construction the economist is 
not concerned w ith the question of whether or not it depicts the 
conditions of reality which he wants to analyze. Nor docs he bothei 
about the question of whether or not such a system as us imngin.u v 
construction posits could be conceived as really existent and in opera¬ 
tion. Even imaginary constructions which are inconceivable, sel - 
contradictory, or unrealizable can render useful, even indispensable 
services in the comprehension of reality, provi et tie economist 
knows how to use them properly- 
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The method of imaginary constructions is justified by its success. 
Praxeology cannot, like the natural sciences, base its teachings upon 
laboratory experiments and sensory' perception of external objects. 
It had to develop methods entirely different from those of physics 
and biology. It would be a serious blunder to look for analogies to the 
imaginary constructions in the field of the natural sciences. The 
imaginary constructions of praxeology' can never be confronted with 
any experience of things external and can never be appraised from 
the point of view of such experience. Their function is to serve man 
in a scrutiny which cannot rely upon his senses. In confronting the 
imaginary constructions with reality we cannot raise the'question of 
whether they correspond to experience and depict adequately the 
empirical data. We must ask whether the assumptions of our con¬ 
struction are identical with the conditions of those actions which we 
want to conceive. 

I he main formula for designing of imaginary constructions is to 
abstract from the operation of some conditions present in actual 
action. 1 hen we are in a position to grasp the hypothetical conse¬ 
quences of the absence of these conditions and to conceive the effects 
of their existence. Thus we conceive the category of action by con¬ 
structing the image of a state in which there is no action, either be¬ 
cause the individual is fully contented and does not feel any uneasiness 
or because he docs not know any procedure from which an improve¬ 
ment in his well-being (state of satisfaction) could be expected. Thus 
we conceive the notion of originary interest from an imaginary con¬ 
struction in which no distinction is made between satisfactions in 
periods of time equal in length but unequal with regard to their dis¬ 
tance from the instant of action. 

The method of imaginary constructions is indispensable for prax¬ 
eology; it is the only method of praxcological and economic inquiry. 
It is to be sure, a method very difficult to handle because it can easily 
result m fallacious syllogisms. It leads along a sharp edge; on both sides 
) awns the chasm of absurdity and nonsense. Only merciless self- 
criticism can prevent a man from falling headlong into these abysmal 


3. The Pure Market Economy 
The imaginary construction of a pure or unhampered market 

sh[o'"(controlT'of 5 ,“ ^ “ f"™ ° f labor and Private owner- 

hL ™ker ev l '"^7 pr ° duction and that consequently 
there .s market exchange of goods and services. It assumes that the 
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operation of the market is not obstructed by institutional factors. It 
assumes that the government, the social apparatus of compulsion and 
coercion, is intent upon preserving the operation of the market system, 
abstains from hindering its functioning, and protects it against en¬ 
croachments on the part of other people. 1 he market is free; there 
is no interference of factors, foreign to the market, with prices, wage 
rates, and interest rates. Starting from these assumptions economics 
tries to elucidate the operation of a pure market economy. Only at 
a later stage, having exhausted everything which can be learned t rom 
the study of this imaginary construction, docs it turn to the study of 
the various problems raised by interference with the market on the 
part of governments and other agencies employing coercion and com¬ 
pulsion. 

It is amazing that this logically incontestable procedure, the on y 
one that is fitted to solve the problems involved, has been passionately 
attacked. People have branded it as a prepossession in favor or a 
liberal economic policy, which they stigmatize as reactionary, eco¬ 
nomic royalism, Manchcstcrism, negativism, and so on. 1 hey dcn\ 
that anything can be gained for the knowledge of reality from occupa¬ 
tion with this imaginary construction. However, these turbulent 
critics contradict themselves as they take recourse to the same method 
in advancing their own assertions. In asking for minimum wage rates 
they depict the alleged unsatisfactory conditions of a free labor mar¬ 
ket and in asking for tarilTs they describe the alleged disasters brought 
about by free trade. There is, of course, no other way available 101 
the elucidation of a measure limiting the free pi.ay of the actois 
operating on an unhampered market than to study Inst t ic state <» 

affairs prevailing under economic freedom. 

It is true that economists have drawn from their investigations the 
conclusion that the goals which most people, practically even all 
people, arc intent on attaining by toiling and working and by eco¬ 
nomic policy, can best be realized where the free market system is 
not impeded by government decrees. But this is not a pretonceixec 
judgment stemming from an insufficient occupation with the opera¬ 
tion of government interference with business. It is, on t ie contrary, 
the result of a careful, unbiased scrutiny of all aspects of interven¬ 
tionism. 

It is also true that the classical economists and their epigones usci 
to call the system of unhampered market economy Natural ana 
government meddling with market phenomena “artificial «‘inl cs- 
turbing." But this terminology also was the product of their careful 
scrutiny of the problems of interventionism. 1 hey were in con- 
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formitv with the semantic practice of their age in calling an undesir¬ 
able state of social affairs “contrary to nature.” 

Theism and Deism of the Age of Enlightenment viewed the regu¬ 
larity of natural phenomena as an emanation of the decrees of Provi¬ 
dence. When the philosophers of the Enlightenment discovered that 
there prevails a regularity of phenomena also in human action and in 
social evolution, they were prepared to interpret it likewise as evi¬ 
dence of the paternal care of the Creator of the universe. This was 
the true meaning of the doctrine of the predetermined harmony as 
expounded by some economists. 4 The social philosophy of paternal 
despotism laid stress upon the divine mission of kings and autocrats 
predestined to rule the peoples. The liberals retorted that the operation 
of an unhampered marker, on which the consumer—i.e., every citizen 
—is sovereign, brings about more satisfactory results than the decrees 
of anointed rulers. Observe the functioning of the market system, 
they said, and you will discover in it the finger of God. 

Along with the imaginary construction of a pure market economy 
the classical economists elaborated its logical counterpart, the im¬ 
aginary construction of a socialist commonwealth. In the heuristic 
process which finally led to the discovery of the operation of a 
market economy this image of a socialist order even had logical 
priority. 1 he question which preoccupied the economists was whether 
a tailor could be supplied with bread and shoes if there was no gov¬ 
ernment decree compelling the baker and the shoemaker to provide 
for his needs. I lie first thought was that authoritarian interference is 
required to make every specialist serve his fellow citizens. The 
economists were taken aback when they discovered that no such 
compulsion is needed. In contrasting productivity and profitability, 
self-interest ami public welfare, selfishness and altruism, the econo¬ 
mists implicitly referred to the image of a socialist system. Their 
astonishment at the “automatic,** as it were, steering of the market 
system was precisely due to the fact that they realized that an “an¬ 
archic state of production results in supplying people better than 
the orders of a centralized omnipotent government. The idea of 
socialism—a system of the division of labor entirely controlled and 
managed by a planning authority—did not originate in the heads of 
utopian reformers. I hese Utopians aimed rather at the autarkic co¬ 
existence of small self-sufficient bodies; take, for instance, Fourier's 
p/Mv/ge. 1 he radicalism of the reformers turned toward socialism 

hamocrctl^narke* 1 °/r ,hc l' rc4,cur,ninc ‘» harmony in the operation of an un- 

of theriel v u. leA, Cn ' ! ,U,Sl '‘ 0l bC f" nfUNCd " i,h Chc theorem of the harmony 

£ r tain ""'T* ^ hin J mark « "stem, although there is a 
certain congeniality between than. Cf. below, pp. 669-678. 
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when they took the image of an economy managed by a national 
government or a world authority, implied in the theories of the econ¬ 
omists, as a model for their new order. 

The Maximization of Profits 

It is generally believed that economists, in dealing w ith the problems of 
a market economy, are quite unrealistic in assuming that all men ate always 
eager to gain the highest attainable advantage. They construct, it ,s said, 
thf image of a perfectly selfish and rationalistic being for ■whom no hmg 
counts but profit. Such a homo occonom.cus may be a likeness of s ock 
jobbers and P speculators. But the immense ma,ority arc very different^ 
Nothing for the cognition of reality can be learned from the study of the 

conduct of this delusive image. ,, . , • n 

It is not necessary to enter again into a refutation of all the confusion. 

error, and distortion inherent in this contention. The first two parts oft m 
book have unmasked the fallacies implied. At this point it is enough 
deal with the problem of the maximization of profits. 

Praxeology in general and economics in its special field assume with 
regard to the springs of human action nothing other than that •?'"? " ' 
wants to remove uneasiness. Under the particular conditions of deahng on 
the market, action means buying and selling. Everything that economics 
assem about demand and supply refers to every instance of demand and 
supply and not only to demand and supply brought about by some special 
circumstances requiring a particular description or definition To assert 
that a man faced witlTthc alternative of getting more or less for a com- 
modify he wants to sell, ceteri, paribus chooses the high price. <Iocs 
require any further assumption. A higher price means for the seller • be t 
• f ■ , ( hU wants The same applies mutatis mutandis to the bu\cr. 

Zd „“,ll to *0 tore, market to other thtog, bemg equal, not 

»l the consumers, 

prtided these customers are ready to pay for them. He ,s under the neces- 

P e f • 1 • nrt( i„rr to the demand of the consumers. If the con- 

must, contrary w pricc fof domcstlc products than 

consumers do not want to pa\ a mg j 

. . •_ _ :f he is intent upon making paintings which could 

5- A Painter is a busm^man ^ not compromise with the taste 

he sold at the h.g P r d ,C dMaCdnc all unpleasant consequences, lets himself be 

a 'creative genius. Cf. abuse, pp.. 3 8 - 40 . 
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for those produced abroad, he must buy the foreign product, provided it 
is cheaper. An employer cannot grant favors at the expense of his cus¬ 
tomers. He cannot pay wage rates higher than those determined by the 
market if the buyers arc not ready to pay proportionately higher prices 
for commodities produced in plants in which wage rates are higher than 
in other plants. 

It is different with man in his capacity as spender of his income. He is 
free to do what he likes best. He can bestow alms. He can, motivated by 
various doctrines and prejudices, discriminate against goods of a certain 
origin or source and prefer the worse or more expensive product to the 
—technologically—better and cheaper one. As a rule people in buying do 
not make gifts to the seller. But nonetheless that happens. The boundaries 
between buying goods and services needed and giving alms arc sometimes 
difficult to discern. He who buys at a charity sale usually combines a pur¬ 
chase with a donation for a charitable purpose. He who gives a dime to a 
blind street musician certainly docs not pay for the questionable perform¬ 
ance; he simply gives alms. 

Man in acting is a unity. The businessman who owns the whole firm 
may sometimes efface the boundaries between business and charity. If he 
wants to relieve a distressed friend, delicacy of feeling may prompt him 
to resort to a procedure which spares the latter the embarrassment of living 
on alms. I Ic gives the friend a job in his office although he docs not need 
his help or could hire an equivalent helper at a lower salary. Then the 
salary granted appears formally as a part of business outlays. In fact it is 
the spending of a fraction of the businessman's income. It is, from a correct 
point of view, consumption and not an expenditure designed to increase 
the firm’s profits.” 

Awkward ...stakes arc due to the tendency to look only upon things 
tangible, vision, and measurable, and to neglect everything else. What the 
consumer buys is not simply food or calories. I Ic does not want to feed like 
a woll, he wants to eat like a man. Food satisfies the appetite of many 
people the better, the more appetizinglv and tastefully it is prepared, the 
finci- the table is ser. and the more agreeable the environment is in which 
ilie food is consumed. Such things arc regarded as of no consequence by 
a consideration exclusively occupied with the chemical aspects of the 
process of digestion. But the fact that they play an important role in the 
determination of food prices is perfectly compatible with the assertion 
that people prefer, cercris paribus, to buy in the cheapest market. When¬ 
ever a buyer, in choosing between two things which chemists and tech- 


h. Such overlapping or the boundaries between business outlavs and consump¬ 
tive^ spending u often encouraged by institutional conditions.' An expenditure 
dcb.tod to the acco int of trading < q ernes re duces net profits and thereby the 
‘;V aXC | S ‘ Kc - M “ ' 11 *\ rb 5o per cent of profits, the charitable busincss- 
an spends only 50 per n-nr ef the gift out of his own pocket. Flic rest burdens 
the Department of Internal Revenue. 

nuVr^iK* c ”^ dcra , ! ' fr,,m tl,e P oint of view of the physiology of 

nutrition xv ill not regard such things as negligible. 
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nologists deem perfectly equal, prefers the more expensive, he has a reason. 
If he does not err, he pays for services which chemistry and technology 
cannot comprehend with their specific methods of investigation. If a man 
prefers an expensive place to a cheaper one because he likes to sip his cock¬ 
tails in the neighborhood of a duke or of cafe society, we may remark on 
his ridiculous vanity. But we must not say that the man s conduct docs not 
aim at an improvement of his own state of satisfaction. 

What a man does is always aimed at an improvement of his own state 
of satisfaction. In this sense—and in no other—we arc free to use the term 
selfishness and to emphasize that action is necessarily always selfish. Even 
an action directly aiming at the improvement of other people’s conditions 
is selfish. The actor considers it as more satisfactory for himself to make 
other people cat than to cat himself. His uneasiness is caused by the aware¬ 
ness of the fact that other people are in want. 

It is a fact that many people behave in another way and prefer to fill 
their own stomach and not that of their fellow citizens. But this has noth¬ 
ing to do with economics; it is a datum of historical experience. At any 
rate, economics refers to every kind of action, no matter whether moti- 
vated by the urge of a man to cat or to make other people cat. 

If maximizing profits means that a man in all market transactions aims at 
increasing to the utmost the advantage derived, it is a pleonastic and peri¬ 
phrastic circumlocution. It only asserts what is implied in the very category 
of action. If it means anything else, it is the expression of an erroneous idea. 

Some economists believe that it is the task of economics to establish how 
in the whole of society the greatest possible satisfaction of all people or of 
the greatest number could be attained. They do not realize that there is 
no method which would allow us to measure the state of satisfaction at¬ 
tained by various individuals. They misconstrue the character of judg¬ 
ments which arc based on the comparison between various people s happi¬ 
ness. While expressing arbitrary value judgments, they believe themselves 
to be establishing facts. One may call it just to rob the rich in order to 
make presents to the poor. However, to call something fair or unfair is 
always a subjective value judgment and as such purely personal and not 
liable to anv verification or falsification. Economics is not intent upon 
pronouncing value judgments. It aims at a cognition of the consequences 

of certain modes of acting. , . . 

It has been asserted that the physiological needs of all men are of the 
same kind and that this equality provides a standard for the measurement 
of the degree of their objective satisfaction. In expressing such opinions 
and in recommending the use of such criteria to guide the government s 
policy, one proposes to deal with men as the breeder deals with Ins cattle. 
But the reformers fail to realize that there is no universal principle of ali¬ 
mentation valid for all men. Which one of the various principles one 
chooses depends entirely on the aims one wants to attain. I he cattle- 
breeder does not feed his cows in order to make them happy, but in order 
to attain the ends which he has assigned to them in his own plans. He may 
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prefer more milk or more meat or something else. What type of man do 
the man breeders want to rear—athletes or mathematicians? Warriors or 
factory hands? He who would make man the material of a purposeful 
system of breeding and feeding would arrogate to himself despotic 
powers and would use his fellow citizens as means for the attainment of 
his own ends, which differ from those they themselves are aiming at. 

The value judgments of an individual differentiate between what makes 
him more satisfied and what less. The value judgments a man pronounces 
about another mans satisfaction do not assert anything about this other 
man’s satisfaction. They only assert what condition of this other man 
better satisfies the man who pronounces the judgment. The reformers 
searching for the maximum of general satisfaction have told us merely 
what state of other people’s affairs would best suit themselves. 


4. The Autistic Economy 


No other imaginary construction has caused more offense than that 
of an isolated economic actor entirely dependent on himself. How¬ 
ever, economics cannot do without it. In order to study interpersonal 
exchange it must compare it with conditions under which it is absent. 
It constructs two varieties of the image of an autistic economy in 
which there is only autistic exchange: the economy of an isolated 
individual and the economy of a socialist society. In employing this 
imaginary construction the economists do not bother about the prob¬ 
lem of whether or not such a system could really work. 8 Thev are 
I ully aware of the fact that their imaginary construction is fictitious. 
Robinson Crusoe, who, for all that, may have existed, and the general 
manager of a perfectly isolated socialist commonwealth that never 
existed, would not have been in a position to plan and to act as people 
can only when taking recourse to economic calculation. However, 
m the frame of our imaginary construction we are free to pretend 
that they could calculate whenever such a fiction may be useful for 
tlie discussion of the specific problem to be dealt with. 

I he imaginary construction of an autistic economy is at the bottom 
of the popular distinction between productivity and'profitability as it 
developed as a yardstick of value judgments. Those resorting to this 
distinction consider the autistic economy, especially that of the 
socialist type, the most desirable and most perfect system of eco¬ 
nomic management. Every phenomenon of the market economy is 
judged with regard to whether or not it could be justified from the 


fore abstain from ° ( thcor >'- "<>' of history. We can therc- 

actor*bv Veferrint?*rKI*^ C ****** i «««* Vi«t the concept of an isolated 
* mng to lhc ,mtoncal r °!c of the self-sufficient household economy. 
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viewpoint of a socialist system. Only to acting that would l»c pur¬ 
poseful in the plans of such a system's manager arc positive value and 
the epithet productive attached. All other activities performed in the 
market economy are called unproductive in spite of the fact that they 
may be profitable to those who perform them. I hus, for example, 
sales promotion, advertising, and banking arc considered as activities 
profitable but nonproductive. 

Economics, of course, has nothing to say about such arbitrary value 
judgments. 

5. The State of Rest and the Evenly Rotating 

Economy 

The only method of dealing with the problem of action is to 
conceive that action ultimately aims at bringing about a state of 
affairs in which there is no longer any action, whether because all 
uneasiness has been removed or because any further removal of felt 
uneasiness is out of the question. Action thus tends toward a state 
of rest, absence of action. 

The theory of prices accordingly analyzes interpersonal exchange 
from this aspect. People keep on exchanging on the market until no 
further exchange is possible because no party expects any further im¬ 
provement of its own conditions from a new act of exchange. The 
potential buyers consider the prices asked bv the potential sellers 
unsatisfactory, and vice versa. No more transactions take place. A 
state of rest emerges. This state of rest, which we may call the plain 
state of rest, is not merely an imaginary construction. It comes to 
pass again and again. When the stock market closes, the brokers have 
carried out all orders which could be executed at the market price. 
Only those potential sellers and buyers who consider the market 
price too low or too high respectively have not sold or bought. 0 1 he 
same is valid with regard to all transactions. The whole market econ¬ 
omy is a big exchange or market place, as it were. At any instant 
all those transactions take place which the parties arc ready to enter 
into at the realizable price. New sales can only be effected when the 

valuations of the parties have changed. 

It has been asserted that the notion of the plain state of rest is 
unsatisfactory. It refers, people have said, only to the determination 
of prices of goods of which a definite supply is already available, and 
docs not sav anything about the effects brought about by these prices 

9. For the sake of simplicity wc disregard the price fluctuations in the course 
of the business day. 
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upon production. The objection is unfounded. The theorems im¬ 
plied in the notion of the plain state of rest arc valid with regard to 
all transactions without exception. It is true, the buyers of factors 
of production will immediately embark upon producing and very 
soon reenter the market in order to sell their products and to buy 
what they want for their own consumption and for continuing 
production processes. But this docs not invalidate the scheme. This 
scheme, to be sure, docs not contend that the state of rest will last. 
The lull will certainly disappear as soon as the momentary condi¬ 
tions which brought it about change. 

I he notion of the plain state of rest is not an imaginary construc¬ 
tion but the adequate description of what happens again and again 
on every market. In this regard it differs radically from the imaginary 
construction of the final state of rest. 

In dealing with the plain state of rest we look only at what is 
going on right now. Wc restrict our attention to what has happened 
momentarily and disregard what will happen later, in the next in¬ 
stant or tomorrow or later. Wc arc dealing only with prices really 
paid in sales, i.e., with the prices of the immediate past. Wc do not 
ask whether or not future prices will equal these prices. 

But now wc go a step further. Wc pay attention to factors which 
arc bound to bring about a tendency toward price changes. Wc try 
to find out to what goal this tendency must lead before all its driving 
force is exhausted and a new state of rest emerges. The price corre¬ 
sponding to this future state of rest was called the natural price by 
older economists; nowadays the term static price is often used. In order 
to avoid misleading associations it is more expedient to call it the 
fhul P ric * aiul accordingly to speak of the final state of rest. This 
hnal state of rest is an imaginary construction, not a description of 
reality. For the final state of rest w ill never be attained. New dis¬ 
turbing factors will emerge before it will be realized. What makes 
it Hcccssary to take recourse to this imaginary construction is the 
tact that the market at every instant is moving toward a final state 
<>t rest. 1 .very later new instant can create new facts altering this 
final state of rest. But the market is always disquieted by a striving 
after a definite final state of rest. ’ ' 

11k- market price is a real phenomenon; it is the exchange ratio 
which was actual in business transacted. The final price is a hypothet¬ 
ical price. I he marker prices arc historical facts and wc are there¬ 
fore in a position to note them with numerical exactitude in dollars 
a d cents. 1 he final price can only be defined by defining the condi¬ 
tions required for its emergence. N'o definite numerical value in 
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monetary terms or in quantities of other goods can be attributed to 
it. It will never appear on the market. The market price can never 
coincide with the final price coordinated to the instant in which this 
market structure is actual. But catallactics would fail lamentably in 
its task of analyzing the problems of price determination if it were to 
neglect dealing with the final price. For in the market situation from 
which the market price emerges there arc already latent forces oper¬ 
ating which will go on bringing about price changes until presided 
no new data appear, the final price and the final state of rest arc 
established. We would unduly restrict our study of price determina¬ 
tion if we were to look only upon the momentary market prices and 
the plain state of rest and to disregard the fact that the market is 
already agitated by factors which must result in further price change 

and a tendency toward a different state of rest. , , 

The phenomenon with which we have to cope is the fact tha 
changes in the factors which determine the formation of prices do 
not produce all their effects at once. A span of time must clap c be¬ 
fore all their effects arc exhausted. Between the appearance of a new 
datum and the perfect adjustment of the market to it some t me . ust 
pass. (And, of course, while this period of time elapses 
data appear.) In dealing with the effects of any change in the he or 
operating on the market, we must never forget that we 
with events taking place in succession, with a senes o effeu e 
cccding one another We are not in a position to kn.v ■' • -c 
how much time will have to elapse. But we know for certain « * 
time must elapse, although this period may sometimes be so small that 

it hardly plays any role in practical life. 

Economists often erred in neglecting the clement o ft mu 1 Ac 

for instance the controversy concerning the effects o c ; t 

quantity of money. Some people were only concerned 

run effects, i.e., with the final prices and the hnnl state of n «*•O r 

saw only the short-run effects, i.e., the prices of the m tant fo Urn 

ing the change in the data. Both were mistaken andu c«n 1 _ 

were consequently vitiated. Many more examples of the same 

could he cited. , , „ Mr Li>il l»v 

The imaginary construction of the final state of rest's .i.arked b^ 

paying full regard to change in the temporal success ; / y 

this respect it differs front the imaginary construct,cm « 

rotating economy which is characterized h> f tc c imi. ’ j.' 

in the data and of the time element. (It .s inexpedient . ml - ^-adm, 

to call this imaginary construction, as is usual, t tt stn L 

the static equilibrium, and it is a bad mistake to confuse it ».th 
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imaginary construction of a stationary economy. 10 ) The evenly 
rotating economy is a fictitious system in which the market prices 
of all goods and sendees coincide with the final prices. There are 
in its frame no price changes whatever; there is perfect price stabil¬ 
ity. The same market transactions are repeated again and again. The 
goods of the higher orders pass in the same quantities through the 
same stages of processing until ultimately the produced consumers’ 
goods come into the hands of the consumers and are consumed. No 
changes in the market data occur. Today does not differ from yester¬ 
day and tomorrow will not differ from today. I he system is in 
perpetual flux, but it remains always at the same spot. It revolves 
evenly round a fixed center, it rotates evenly. The plain state of rest 
is disarranged again and again, but it is instantly reestablished at the 
previous level. All factors, including those bringing about the re¬ 
curring disarrangement of the plain state of rest, arc constant. There¬ 
fore prices—commonly called static or equilibrium prices—remain 
constant too. 

The essence of this imaginary construction is the elimination of 
the lapse of time and of the perpetual change in the market phenomena. 
The notion of any change with regard to supply and demand is in¬ 
compatible with this construction. Only such changes as do not 
affect the configuration of the price-determining factors can be 
considered in its frame. It is not necessary to people the imaginary 
world of the evenly rotating economy with immortal, non-aging and 
nonproliferating men. We are free to assume that infants arc born, 
grow old, and finally die, provided that total population figures and 
the number of people in every age group remain equal. Then the 
demand for commodities whose consumption is limited to certain 
age groups docs not alter, although the individuals from whom it 
originates are not the same. 

In reality there is never such a thing as an evenly rotating eco¬ 
nomic system. 1 low ever, in order to analyze the problems of change 
in the data and of unevenly and irregularly varying movement, we 
must confront them with a fictitious state in which both are hypo¬ 
thetically eliminated. It is therefore preposterous to maintain that the 
construction of an evenly rotating economy docs not elucidate condi¬ 
tions within a changing universe and to require the economists to 
substitute a study of ’‘dynamics’* for their alleged exclusive occupa¬ 
tion with “statics. 1 his so-called static method is precisely the proper 
mental tool for the examination of change. There is no means of 
studying the complex phenomena of action other than first to ab- 

io. See below, pp. 251-252. 
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stract from change altogether, then to introduce an isolated factor 
provoking change, and ultimately to analyze its effects under the 
assumption that other things remain equal. It is furthermore absurd 
to believe that the services rendered by the construction of an c\ cni> 
rotating economy are the more valuable the more the ob,cct of our 
studies, the realm of real action, corresponds to this construction in 
respect to absence of change. The static method, the employment of 
the imaginary construction of an evenly rotating economy, is the 
only adequate method of analyzing the changes concerned without 
regard to whether they are great or small, sudden or slow. 

The objections hitherto raised against the use of the imaginar> con¬ 
struction of an evenly rotating economy missed the mark entire >. 
Their authors did not'grasp in what respect this construction is prob- 
lcmatic and why it can easily engender error and confusion. 

Action is change, and change is in the temporal sequence^ But n 
the evenly rotating economy change and succession » 
eliminated Action is to make choices and to cope w ith an certain 
future. But in the evenly rotating economy there ,s no choo mg and 
the future is not uncertain as i, does not differ from the P^ cnt kno n 
state. Such a rigid system is not peopled w ith hung men n ak ng 
choices and liable to error; it is a world of soulless unthmking auto.., 

atonsi it is not a human society, it is an am hill. service 

These insoluble contradictions, however do not affee: the: sen ice 

which this imaginary construction renders for t \c I , 

whose treatment it is both appropriate and .nd.spensable he problem 
of the relation between the prices of products and 
factors required for their production, and the imp c P 11 
entrepreneurship and of profit and loss. « rdcr , ‘ - 

tion of entrepreneurship and the meaning <■ pr«> • merely a 

struct a system from which they are absent. I f- ^ 

tool for our thinking. It is not the description of a p^.blc: aca , 
able state of affairs'It is even out of the question to carry j-cim 

aginary construction of an evenly, ^minatc the entre- 

logical consequences. 1 or it I c . Thc various complc- 

prencur from thc picture of a mnr ^ c t<( gcthcr spontaneously, 
mentary factors of production cannot c g * i u j„ 

They need to be combined by the purposive “ f 

at certain ends and motivated by the urge to im| , . 

satisfaction. In eliminating thc entrepreneur one eliminates thc mg 

force of the whole market system. ,.„nvrr.wri<»n of 

Then there is a second deficiency. In the .mag,nan -c<mstrm.non J 
an evenly rotating economy, indirect exchange and the use of money 
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are tacitly implied. But what kind of money can that be? In a system 
without change in which there is no uncertainty whatever about the 
future, nobody needs to hold cash. Every individual knows precisely 
what amount of money he will need at any future date. He is there¬ 
fore in a position to lend all the funds he receives in such a way that 
the loans fall due on the date he will need them. Let us assume that 
there is only gold money and only one central bank. With the 
successive progress toward the state of an evenly rotating economy 
all individuals and firms restrict step bv step their holding of cash 
and the quantities of gold thus released flow into nonmonetary—in¬ 
dustrial—employment. When the equilibrium of the evenly rotating 
economy is finally reached, there arc no more cash holdings; no more 
gold is used for monetary purposes. The individuals and firms own 
claims against the central bank, the maturity of each part of which 
precisely corresponds to the amount they w ill need on the respective 
dates for the settlement of their obligations. The central bank docs 
not need any reserves as the total sum of the daily payments of its 
customers exactly equals the total sum of withdrawals. All trans¬ 
actions can in fact be effected through transfer in the bank’s books 
w ithout any recourse to cash. Thus the “money” of this system is 
not a medium of exchange; it is not money at all; it is merely a nu- 
///ciairc, an ethereal and undetermined unit of accounting of that 
vague and indefinable character which the fancy of some economists 
and the errors of many laymen mistakenly have attributed to money. 
I he interposition of these numerical expressions between seller and 
buyer does not affect the essence of the sales; it is neutral with re¬ 
gard to the people’s economic activities. Bur the notion of a neutral 
money is unrealizable and inconceivable in itself. u If we were to use 
the inexpedient terminology employed in many contemporary eco¬ 
nomic writings, wc would have to say; .Money is necessarily a 
dynamic factor”; there is no room left for money in a “static” sys¬ 


tem.. Bur the \ cry notion of a market economy without money is sclf- 
contradictory. 

The imaginary construction of an evenly rotating system is a 
limiting notion. In its frame there is in fact no longer any action. 
Automatic reaction is substitute! for the conscious striving of think- 

" e can employ this problem- 
imaginary construction nli if wc nev « forget what purposes it 
s designed to serve. We want tlrst of all to analyze the tendency, pre- 

st.ihlishmcnr of an evenly rotating 
" • 1 . vs '-'he into account that this 


mg man after the removal of uiv.asit; 
ari 
i 

vailing in cvcrv action, row 
economy; in doing so. wc 


iru the c 

must a! 


II. Cf. below, pp. 416. 
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tendency can never attain its goal in ^‘■niverscjot perfectly rigid 

and immutable, that is, in a unl '’ ccts th c conditions of a 
Secondly we need to comprehend in " li« C P of # ri id world, 

living world in which there is action differ fr ; idcd 

This we can discover only ^ ^ 

by the image of a rigid cconoms ■ Thusj » ^ ^ futurc _ that 

dealing with the uncertain con profit and loss 

is, speculation is inherent in away by 

ThTpSedures 

;; h e°,;;S ,hc techniquc ,,f 

the mathematical method. . dca |j,„. with the actions 

The mathematical that no fur- 

which, under the imaginary )llscd to bring about the evenly 

thcr now data vuH emerge^ • ^PP^ (hc indivi dual speculator who 
rotating economy. 1 hc\ d . rota rtnc economv hut at 

aims not at the establishment of thccscnb „f affairs better 

profiting from an acorn h h <( } )t bv ac ting. the best possible re- 
to the attainment of the cn g xc , usivc , v thc imaginary state of 
moval of uneasiness. 1 , n ' c \ % act ions would attain 

equilibrium which the w ho e co npUs of ^ (his 

in thc absence of any (uriha • , olls differential equations, 

imaginary equilibrium by sets . <> - <f arc dealing with is 

They fail to rccogm/c that t action but only a succession of 

a state in which there is no g > in()Vcr They devote all their 
events provoked by a mystic svm bols. various “equilibria.” 

efforts to describing, ^ ^ aX>n. They deal with equili- 

• • 

6. Thc Stationary Economy 

• „ ^ crationarv economv has some- 

tim«been confused""^iththat of an evenly rotating economy. But in 
fact these two c— in which the stealth and 
inc^mVTrindividual remain unchanged. With this image 

". For a further critic, examination of mathematic, eeonom.es sec helot, 
PP- 347-354- 
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changes arc compatible which would be incompatible with the con¬ 
struction of the evenly rotating economy. Population figures may 
rise or drop provided that they are accompanied by a corresponding 
rise or drop in the sum of wealth and income. The demand for some 
commodities may change; but these changes must occur so slowly 
that the transfer of capital from those branches of production which 
arc to be restricted in accordance with them into those to be ex¬ 
panded can be effected bv not replacing equipment used up in the 
shrinking branches and instead investing in the expanding ones. 

The imaginary construction of a stationary economy leads to two 
further imaginary constructions: the progressing (expanding) econ¬ 
omy and the retrogressing (shrinking) economy. In the former the 
per capita quota of wealth and income of the individuals and the pop¬ 
ulation figure tend toward a higher numerical value, in the latter 
toward a lower numerical value. 

In the stationary economy the total sum of all profits and of all 
losses is zero. In the progressing economy the total amount of profits 
exceeds the total amount of losses. In the retrogressing economy the 
total amount of profits is smaller than the total amount of losses. 

The prccariousncss of these three imaginary constructions is to be 
seen in the fact that they imply the possibility of the measurement 
of wealth and income. As such measurements cannot be made and are 
not even conceivable, it is out of the question to apply them for a 
rigorous classification of the conditions of reality. Whenever eco¬ 
nomic history ventures to classify economic evolution within a cer¬ 
tain period according to the scheme stationary, progressing, or retro¬ 
gressing, it resorts in fact to historical understanding and docs not 
“measure.” 


7. The Integration of Catallactic Functions 

When men in dealing with the problems of their own actions, and 
when economic history, descriptive economics, and economic statistics 
in reporting other people s actions, employ the terms entrepreneur, 
capitalist, landowner, worker, and consumer, they speak of ideal 
types. When economics employs the same terms it speaks of catal¬ 
lactic categories. The entrepreneurs, capitalists, landowners, workers, 
and consumers of economic theory are not living men as one meets 
them in the reality ot life and history. 1 hey arc the embodiment of 
distinct Junctions in the market operations. 1 he fact that both act¬ 
ing men and historical sciences apply in their reasoning the results of 
economics and that they construct'their ideal types on the basis of 
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and with reference to the categories of praxeological theory does 
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1 3 . Cf. below, p. 47#- 
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we resort to a methodological makeshift. The term entrepreneur as 
used by catallactic theory means: acting man exclusively seen-from 
the aspect of the uncertainty inherent in every action. In using this 
term one must never forget that every action is embedded in the 
flux of time and therefore involves a speculation. 1 he capitalists, the 
landowners, and the laborers arc by necessity speculators. So is the 
consumer in providing for anticipated future needs. There's many 
a slip ’twixt cup and lip. 

Let us try to think the imaginary construction of a pure entrepre¬ 
neur to its ultimate logical consequences. This entrepreneur does not 
own anv capital. The capital required for his entrepreneurial activities 
is lent to him by the capitalists in the form of money loans. The law, it 
is true, considers him the proprietor of the various means of pro- 
• duction purchased bv expending the sums borrowed. Nevertheless 
he remains propcrtylcss for the amount of his assets is balanced by his 
liabilities. If he succeeds, the net profit is his. If he fails, the loss must 
fall upon the capitalists who have lent him the funds. Such an entre¬ 
preneur would, in fact, be an employee of the capitalists who specu¬ 
lates on their account and takes a 100 per cent share in the net 
profits without being concerned about the losses. But even if the 
entrepreneur is in a position to provide himself a part of the capital 
required and borrows only the rest, things arc essentially not dif¬ 
ferent. To the extent that the losses incurred cannot be borne out of 
the entrepreneur's own funds, they fall upon the lending capitalists, 
whatever the terms of the contract may be. A capitalist is always also 
virtually an entrepreneur and speculator. I le always runs the chance 
of losing his funds. There is no such thing as a perfectly safe invest¬ 
ment. 

The self-sufficient landowner who tills his estate only to supply his 
own household is affected by all changes influencing the fertility of 
his farm or the object of his needs. W ithin a market economy the 
result of a farmer's activities is affected by all changes regarding the 
importance of his piece of land for supplying the market. The farmer 
is clearly, even from the point of view of mundane terminology, an 
entrepreneur. No proprietor of any means of production, whether 
they are represented in tangible goods or in money, remains un¬ 
touched by the uncertainty of the future. The employment of any 
tangible goods or money for production, i.c., the provision for later 
days, is in itself an entrepreneurial activity. 

Things arc essentially the same for the laborer. He is born the 
proprietor of certain abilities; his innate faculties are a means of 
production which is better fitted for some kinds of work, less fitted 
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rower than the concept of an entrepreneur as used in the construc¬ 
tion of functional distribution; it docs not include many instances 
which the latter includes. It is awkward that the same term should 
he used to signify two different notions. It would have been more 
expedient to employ another term for this second notion—for in- 
stance, the term “promoter." 

It is to be admitted that the notion of the entrepreneur-promoter 
cannot be defined with praxeological rigor. (In this it is like the notion 
of monev which also defies—different from the notion of a medium 
of exchange—a rigid praxeological definition. 16 ) However, economics 
cannot do without the promoter concept. For it refers to a datum 
that is a general characteristic of human nature, that is present in all 
market transactions and marks them profoundly. This is the fact that 
various individuals do not react to a change in conditions with the 
same quickness and in the same way. The inequality of men, which is 
due to differences both in their inborn qualities and in the vicissitudes 
of their lives, manifests itself in this way too. There arc in the market 
pacemakers and others w ho only imitate the procedures of their more 
agile fellow citizens. The phenomenon of leadership is no less real on 
the market than in any other branch of human activities. I he driving 
force of the market, the element tending toward unceasing innovation 
and improvement, is provided by the restlessness of the promoter and 
his eagerness to make profits as large as possible. 

There is, however, no danger that the equivocal use of this term 
may result in anv ambiguity in the exposition of the catallactic sys¬ 
tem. Wherever any doubts arc likely to appear, they can be dis¬ 
pelled by the employment of the term promoter instead of entre¬ 
preneur. 

The Entrepreneurial E unction in the Stitt ionary Economy 

The futures market can relieve an entrepreneur of a part of his entre¬ 
preneurial function. As far as an entrepreneur has “insured" himself 
through suitable forward transactions against losses he may possibly suffer, 
lie ceases to be an entrepreneur and the entrepreneurial function devolves 
on the other party to the contract. The cotton spinner who when buying 
raw cotton for his mill sells the same quantity forward has abandoned a 
part of his entrepreneurial function. He will neither profit nor lose from 
changes in the cotton price occurring in the period concerned. Of course, 
he does not entirely cease to serve in the entrepreneurial function. Those 
changes in the price of yarn in general or in the price of the special counts 
and kinds he produces which are not brought about by a change in the 
price of raw cotton affect him nonetheless. Fvcn if he spins onlv as 
lit. Cf. bcloxv. p. 395. 
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XV. THE MARKET 


i. The Characteristics of the Market Economy 

— he market economy is the social system of the division of labor 
S under private ownership of the means of production. Every¬ 
body acts on his own behalf; but everybody’s actions aim at the 
satisfaction of other people’s needs as well as at the satisfaction of his 
own. Everybody in acting serves his fellow citizens. Everybody, on 
the other hand, is served by his fellow citizens. Everybody is both a 
means and an end in himself; an ultimate end for himself and a means 
to other people in their endeavors to attain their own ends. 

This system is steered by the market. The market directs the individ¬ 
ual’s activities into those channels in which he best serves the wants 
of his fellow men. There is in the operation of the market no com¬ 
pulsion and coercion. The state, the social apparatus of coercion and 
compulsion, does not interfere with the market and with the citizens’ 
activities directed by the market. It employs its power to beat people 
into submission solely for the prevention of actions destructive to 
the preservation and the smooth operation of the market economy. 
It protects the individual’s life, health, and property against violent 
or fraudulent aggression on the part of domestic gangsters and ex¬ 
ternal foes. Thus the state creates and preserves the environment in 
which the market economy can safely operate. The Marxian slogan 
“anarchic production” pertinently characterizes this social structure 
as an economic system which is not directed by a dictator, a produc¬ 
tion tsar who assigns to each a task and compels him to obey this 
command. Each man is free; nobody is subject to a despot. Of his 
own accord the individual integrates himself into the cooperative 
system. The market directs him and reveals to him in what way he 
can best promote his own welfare as well as that of other people. The 


market is supreme. The market alone puts the whole social system 
in order and provides it with sense and meaning. 

The market is not a place, a thing, or a collective entity. The market 
is a process, actuated by the interplay of the actions of the various 
individuals cooperating under the division of labor. The forces de¬ 
termining the—continually changing—state of the market arc the 
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value judgments of these individuals and their actions as; direct c d by 
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merely shifts it to another sector. For the means for covering the 
losses must be raised by thc imposition of taxes. But this taxation 



26o Human Action 

its effects on the market and influences the economic structure ac¬ 
cording to the laws of the market. It is the operation of the market, 
and not the government collecting the taxes, that dec.des upon whom 
the incidence of the taxes falls and how they affect production and 
consumption. Thus the market, not a government bureau, determines 
the working of these publicly operated enterprises. 

Nothing that is in any way connected with the operation ot a 
market is in the praxcological or economic sense to be called socialism. 
The notion of socialism as conceived and defined by all socialists 
implies the absence of a market for factors of production and of 
prices of such factors. The “socialization” of individual plants, shops, 
and farms—that is, their transfer from private into public ownership 
—is a method of bringing about socialism by successive measures. 
It is a step on the wav toward socialism, but not in itself socialism. 
(Marx and the orthodox Marxians flatly deny the possibility of such 
a gradual approach to socialism. According to their doctrine the 
evolution of capitalism will one day reach a point in which at one 
stroke capitalism is transformed into socialism.) 

Government-operated enterprises and the Russian Soviet economy 
arc, bv the mere fact that they buy and sell on markets, connected 
with the capitalist system. They themselves bear witness to this con¬ 
nection by calculating in terms of money. 1 hey thus utilize the in¬ 
tellectual methods of the capitalist system that they fanatically con¬ 
demn. 

For monetary economic calculation is the intellectual basis of the 
market economy. The tasks set to acting within any system of the 
division of labor cannot be achieved without economic calculation. 
The market economy calculates in terms of money prices. That it is 
capable of such calculation was instrumental in its evolution and condi¬ 
tions its present-dav operation. The market economy is real because 
it can calculate. 


2 . Capital 

The mental tool of the market economy is economic calculation. 
The fundamental notion of economic calculation is the notion of 
capital and its correlative income. 

The notions of capital and income as applied in accountancy and in 
the mundane reflections of which accountancy is merely a refine¬ 
ment. contrast the means and the ends. The calculating mind of the 
actor draws a boundary line betw een the consumers' goods which he 
plans to employ for the immediate satisfaction of his wants and the 
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from that “capital" is a category of all human production, that it is 
present in every thinkable system of the conduct of production 
processes—i.c., no less in Robinson Crusoe's involuntary hermitage 
than in a socialist society—and that it does not depend upon the 
practice of monetary calculation. 5 This is, however, a confusion. 
The concept of capital cannot be separated from the context of mone¬ 
tary calculation and from the social structure of a market economy 
in which alone monetary calculation is possible. It is a concept which 
makes no sense outside the conditions of a market economy. It plays 
a role exclusively in the plans and records of individuals acting on 
their own account in such a system of private ownership of the 
means of production, and it developed with the spread of economic 
calculation in monetary terms. 2 

Modern accountancy is the fruit of a long historical evolution. To¬ 
day there is, among businessmen and accountants, unanimity with 
regard to the meaning of capital. Capital is the sum of the money 
equivalent of all assets minus the sum of the money equivalent of all 
liabilities as dedicated at a definite date to the conduct of the opera¬ 
tions of a definite business unit. It docs not matter in what these assets 
may consist, whether they arc pieces of land, buildings, equipment, 
tools, goods of any kind and order, claims, receivables, cash, or what¬ 


ever. 

It is a historical fact that in the early days of accountancy the 
tradesmen, the pacemakers on the way toward monetary calculation, 
did not for the most part include the money equivalent of their 
buildings and land in the notion of capital. It is another historical fact 
that agriculturists were slow in applying the capital concept to their 
land. Even today in the most advanced countries only a part of the 
farmers arc familiar with the practice of sound accountancy. Many 
farmers acquiesce in a system of bookkeeping that neglects to pay 
heed to the land and its contribution to production. Their book entries 
do not include the money equivalent of the land and arc consequently 
indifferent to changes in this equivalent. Such accounts arc defective 
because thev fail to convey that information which is the sole aim 
sought bv capital accounting. They do not indicate whether or not the 
operation of the farm has brought about a deterioration in the land's 
capacity to contribute to production, that is, in its objective use 
value. If an erosion of the soil has taken place, their books ignore it, 
and thus the calculated income (net yield) is greater than a more 
complete method of bookkeeping would have shown. 


2. Cf.. c.g.. R. v. Strigl, Kapital ttmi Production (Vienna, 1934), P- 3 * 

3. Cf. Frank A. Fetter in Encyclopaedia of the Social Sciences. Ill, 190. 


The Market 


263 


It is necessary to mention these 
fluenced the endeavors of the economists .0 construct 

real capital. confronted w ith the super- 

The economists were and arc sc '“d- Juction could he 

stitious belief that the scarcity of actors r , )y incrcas . 

brushed away, cither entirely or at least crcJjt eN ' ns ion. In 

ing the amount of money in circuauon ^ economic 

order .o deal .deqoa.ely with .ta '"^“0 ”!™'“ > 
policy they considered it ncccss > - ta | as applied by the 

capital and to oppose it to t c notio ^ th ‘ P vhole complex of his 

businessman whose calculation • embarked upon these 

acquisitive activities. At the time t \c cc ? f i an d in the concept 

endeavors the place of the -thought it re'i- 
of capital was still questioned. fhc j r notion of real capital, 

sonablc to disregard land in cons ^ f ^ oducc d factors of 

They defined real capital as the tot. • Y \ vcrc s , artc d as to 

production available. Hairsplitting - business units arc 

whether inventories of «-««««>' «* b 

or are not real capital. But mere 

not real capital. thc produced factors of pro- 

Now this concept of a totality ivalcnt „f thc various 

duction is an empty concep . 11 ^ unit can bc determined and 

factors of production owned by . an cva i uat ion in money 

summed up. But if we abstr ^ , factor s of production is merely’ 

terms, 'the totality ^^"folndtle^rthoLnds and thousands of 
an enumeration of phy sical q ^ no usc lo acting. It is a descrip- 

various goods. Such an inven Y < f tcclmo logy and topography 
tion of a part of thc univewe i^ ^ ^ b , cms ra ised by the en- 

and has no reference \ , vc lhl )C ino. Wc may acquiesce in the 
dcavors to improve human v lib fa< f tors G f production 

*■= «*** “>• 

-Tj---- isssi ;£.•£! 

capital was that economists S P t , A f act0 r of production 

lem called thc productivity o^f to the success of a 

is by definition a thing • ^ rc fl cc ts entirely thc value that 

process of production. I P scrv iccs expected from thc 

poplc attach to this <“? Scontril.ation to pro- 

employment of a f«ctoi ° P . ltl accor ding to the full value 

" “ ly 



2 g 4 Human Action 

on account of these services. These services arc the only reason why 
prices arc paid for them. Once these prices arc paid, nothing remains 
that can bring about further payments on the part of anybody as 
a compensation for additional productive services of these factors of 
production. It was a blunder to explain interest as an income derived 

from the productivity of capital . 3 4 

No less detrimental was a second confusion derived from the real 
capital concept. People began to meditate upon a concept of social 
capital as different from private capital. Starting from the imaginary 
construction of a socialist economy, they were intent upon defining a 
capital concept suitable to the economic activities of the general man¬ 
ager of such a system. They were right in assuming that this manager 
would be eager to know whether his conduct of affairs was success¬ 
ful (viz., from the point of view of his own valuations and the ends 
aimed at in accordance with these valuations) and how much he could 
expend for his wards’ consumption without diminishing the available 
stock of factors of production and thus impairing the yield of fur¬ 
ther production. A socialist government would badly need the con¬ 
cepts of capital and income as a guide for its operations. However, in 
an economic system in which there is no private ownership of the 
means of production, no market, and no prices for such goods, the 
concepts of capital and income arc mere academic postulates devoid 
of any practical application. In a socialist economy there arc capital 
goods, but no capital. 

The notion of capital makes sense only in the market economy. It 
serves the deliberations and calculations of individuals or groups of 
individuals operating on their own account in such an economy. It is 
a device of capitalists, entrepreneurs, and farmers eager to make profits 
and to avoid losses. It is not a category of all acting. It is a category 
of acting within a market economy. 

3 . Capitalism 

All civilizations have up to now been based on private ownership 
of the means of production. In the past civilization and private prop¬ 
erty have been linked together. Those who maintain that economics 
is an experimental science and nevertheless recommend public control 
of the means of production, lamentably contradict themselves. If 
historical experience could teach us anything, it would be that private 
property is inextricably linked with civilization. There is no cx- 

4. Cf. below, pp. 522-531. 
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The market economy is a man-made mode of acting under the 
division of labor. But this does not imply that it is something acci¬ 
dental or artificial and could be replaced by another mode. The mar¬ 
ket economy is the product of a long evolutionary process. It is the 
outcome of’man’s endeavors to adjust his action in the best possible 
way to the given conditions of his environment that he cannot alter. 
It is the strategy, as it were, by the application of which man has 
triumphantly progressed from savagery to civilization. 

This .mode of argumentation is very popular among present-day 
authors: Capitalism was the economic system which brought about 
the marvelous achievements of the last two hundred years; there¬ 
fore it is done for because what was beneficial in the past cannot be 
so for our time and for the future. Such reasoning is in open con¬ 
tradiction to the principles of experimental cognition. There is no 
need at this point to raise again the question of whether or not the 
science of human action can adopt the methods of the experimental 
natural sciences. Even if it were permissible to answer this question in 
the affirmative, it would be absurd to argue as these a reborns experi¬ 
mentalists do. Experimental science argues that because a was valid 
in the past, it will be valid in the future too. It must never argue the 
other way round and assert that because a was valid in the past, it is 
not valid in the future. 

It is customary to blame the economists for an alleged disregard of 
history. The economists, it is contended, consider the market econ¬ 
omy as the ideal and eternal pattern of social cooperation. They con¬ 
centrate their studies upon investigating the conditions of the mar¬ 
ket economy and neglect everything else. They do not bother about 
the fact that capitalism emerged only in the last two hundred vears 
and that even today it is restricted to a comparatively small area of 
the earth’s surface and to a minority of peoples. There were and are 
other civilizations with a different mentality and different modes of 
conducting economic affairs. Capitalism is. when seen sub specie 
aeternitatis , a passing phenomenon, an ephemeral stage of historical 
evolution, just the transition from precapitalist^ ages to a postcapital- 
istic future. 

All these criticisms arc spurious. Economics is, of course, not a 
branch of history or of any other historical science. It is the theory 
of all human action, the general science of the immutable categories 
of action and of their operation under all thinkable special conditions 
under which man acts. It provides as such the indispensable mental 
tool for dealing with historical and ethnographic problems. A his¬ 
torian or an ethnographer who neglects in^his work to take full ad- 
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simply stupidity. For him “bourgeois” is a synonym of imbecility. 7 
The frustrated artists who take delight in aping the genius’s mannerism 
in order to forget and to conceal their own impotence adopt this 
terminology. These Bohemians call everything they dislike “bour¬ 
geois.” Since Marx has made the term “capitalist*’ equivalent to 
“bourgeois,” they use both words synonymously. In the vocabularies 
of all languages the words “capitalistic” and “bourgeois” signify to¬ 
day all that is shameful, degrading, and infamous." Contrariwise, 
people call all that they deem good and praiseworthy “socialist.” The 
regular scheme of arguing is this: A man arbitrarily calls anything he 
dislikes “capitalistic,” and then deduces from this appellation that the 
thing is bad. 

This semantic confusion goes still further. Sismondi, the romantic 
eulogists of the Middle Ages, all socialist authors, the Prussian His¬ 
torical School, and the American Institutionalists taught that capitalism 
is an unfair system of exploitation sacrificing the vital interests of the 
majority of people for the sole benefit of a small group of profiteers. 
No decent man can advocate this “mad” system. The economists who 
contend that capitalism is beneficial not only to a small group but to 
everyone arc “sycophants of the bourgeoisie.” They arc cither too 
dull to recognize the truth or bribed apologists of the selfish class in¬ 
terests of the exploiters. 

Capitalism, in the terminology of these foes of liberty, democracy, 
and the market economy, means the economic policy advocated by 
big business and millionaires. Confronted with the fact that some— 
but certainly not all—wealthv entrepreneurs and capitalists nowadays 
favor measures restricting free trade and competition and resulting in 
monopoly, they say: Contemporary capitalism stands for protcction- 

7. Guv dc Maupassant analyzed Flaubert's alleged hatred of the bourgeois in 
Etude stir Gustave Flaubert (reprinted in Oeuvres completes de Gustave Flau¬ 
bert I Paris, 1HK5), Vol. YIO. Flaubert, says Maupassant, “aimait Ic mondc" (p. 

that IS. he liked to move in the circle of Paris society composed of aristo¬ 
crats. wealthy bourgeois, and the elite of artists, writers, philosophers, scientists, 
statesmen, and entrepreneurs (promoters), lie used the term bourgeois as 
synonymous with imbecility and defined it this way: "I call a bourgeois whoever 
has mean thoughts (pease bassement) Hence it is obvious that in employing 
the term bourgeois Flaubert did not have in mind the bourgeoisie as a social class, 
but a kind of imbecility he most frequently found in this class. He was full of 
contempt for the common man (* 7 c bon people") as well. However, as he had 
more frequent contacts with the "gens Jtt tnonde" than with workers, the stupid¬ 
ity of the former annoyed him more than that of the latter (p. 59). These 
observations of Maupassant held good not only for Flaubert, but for the “anti-, 
bourgeois" sentiments of all artists. Incidentally, it must be emphasized that from 
a Marxian point of view Flaubert is a "bourgeois” writer and his novels arc an 
“ideological superstructure” of the "capitalist or bourgeois mode of production.” 

8. The Nazis used "Jewish” as a synonym of both "capitalist” and "bourgeois." 
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it means market economy. One deprives oneself of the semantic tools 
to deal adequately with the problems of contemporary history and 
economic policies if one acquiesces in a different terminology, d his 
faulty nomenclature becomes understandable only if we realize that 
the pseudo-economists and the politicians who apply it want to pre¬ 
vent people from knowing what the market economy really is. A hey 
want to make people believe that all the repulsive manifestations of 
restrictive government policies are produced by “capitalism.” 

4. The Sovereignty of the Consumers 

The direction of all economic affairs is in the market society a 
task of the entrepreneurs. Theirs is the control of production. They 
arc at the helm and steer the ship. A superficial observer would be¬ 
lieve that they arc supreme. But they are not. They arc bound to 
obey unconditionally the captain's orders. I he captain is the con¬ 
sumer. Neither the entrepreneurs nor the farmers nor the capitalists 
determine what has to be produced. The consumers do that. If a busi¬ 
nessman does not strictly obey the orders of the public as they are 
conveyed to him by the structure of market prices, he suffers losses, 
he goes bankrupt, and is thus removed from his eminent position at 
the helm. Other men who did better in satisfying the demand of the 
consumers replace him. 

The consumers patronize those shops in which they can buy what 
they want at the cheapest price. Their buying and their abstention 
from buying decides who should own and run the plants and the land. 
They make poor people rich and rich people poor. They determine 
precisely what should be produced, in what quality, and in what 
quantities. They arc merciless egoistic bosses, full of whims and 
fancies, changeable and unpredictable. For them nothing counts other 
than their own satisfaction. They do not care a whit for past merit 
and vested interests. If something is offered to them that they like 
better or that is cheaper, they desert their old purveyors. In their 
capacity as buyers and consumers they arc hard-hearted and callous, 
without consideration for other people. 

Only the sellers of goods and services of the first order arc in direct 
contact with the consumers and directly depend on their orders. But 
they transmit the orders received from the public to all those pro¬ 
ducing goods and services of the higher orders. For the manufacturers 
of consumers’ goods, the retailers, the service trades, and the profes¬ 
sions are forced to acquire what they need for the conduct of their 
own business from those purveyors who offer them at the cheapest 


The Market 


27 > 


P Hce. H they were nor 

and arranging the.r processing of thfactors P wav , they 

fill the demands of the consumers in the bcs _ P nlen who 

would be forced to go out of b " ^7ac t o« of^production 
succeeded better in buying and proces.ng the factory P ^ ^ 

would supplant them. The consumer and farmers 

to his caprices and fancies. 1 he P , \ ; n t hcir operations 

1— <!>» ■-* ** STc Every fron/the line. 

FtS c,ib.d by .he — 

The slightest deviation,whethc r cstricts\hcir profits or makes 

error, bad judgment, or incfhc rcsuks in P losscs and thus 

them disappear. A more serious Capitalists, entrepreneurs, 

impairs or entirely absorbs the P their wca hh by filling 

and landowners can only preserve and inc^ ^ ^ {o spend money 
best the orders of the consume^Th^ «e ^ ^ paving 

which the consumers arc not prepared ^ ^ ^ affairs hcv 

more for the products In' becausc the consumers, their 

must be unfeeling and stony hearted, 

bosses, arc themselves unfeeling an , thc pr i CC s of the con- 

The consumers Production. They 

sumers'. goods, but«“' 1 P nicm , )cr „f thc market economy. 1 he 
determine thc income of c iy’ ultimately thc wages earned 

consumers, not the cntrcpr • P > ^ ^ wcll as thc charwoman, 
by every worker, the direction of 

With every penny spent^the c ^ dctai , s of thc organization 

all production processes a Units has been described by 

„f all business activities. This state gives # r ht 

calling the market a ^^^^ cno a) that a democratic 
to cast a ballot.' citizens in the conduct of 

constitution is a scheme * 6 market economy gives them m 

government thc same *‘^ r ® m ^ wcvcr t h c comparison is imperfect, 
their capacity as consumers. lov eve majority candi- 

In the political democracy only the vo ^cast ^ ^ ^ 

date or thc majority plan arc c directly influence policies. 

The votes polled by the minor do not dire > t , m thc 

But on the market no vote is cast n vaim P^ . Mtcr 

power to work upon t c F" P detective stories, but also to 

z pi>' |o »>p hiciI — 

,o. Cf. Frank A. Fetter. Tfce P»-p/er of <,«> cd. New York. 

pp. 394 * 4 10 * 


10 


272 Human Action 

bakeries bake bread not only for healthy people, but also for the 
sick on special diets. The decision of a consumer is carried into effect 
with the full momentum he gives it through his readiness to spend a 
definite amount of money. 

It is true, in the market the various consumers have not the same 
voting right. The rich cast more votes than the poorer citizens. Rut 
this inequality is itself the outcome of a previous voting process. To 
he rich, in a pure market economy, is the outcome of success m filling 
best the demands of the consumers. A wealthy man can preserve his 
wealth only by continuing to serve the consumers in the most efficient 

\\ f ll\ r 

Thus the owners of the material factors of production and the 
entrepreneurs are virtually mandataries or trustees of the consumers, 
revocabIy appointed by an election daily repeated. 

There is in the operation of a market economy only one instance in 
which the proprietary class is not completely subject to the suprem¬ 
acy of the consumers. Monopoly prices are an infringement of the 
sway of the consumers. 

The Metaphorical Employ went of the Terminology 

of Political Rt/le 

The orders given by businessmen in the conduct of their affairs can be 
heard and seen. Nobody can fail to become aware of them. Even messenger 
boys know that the boss runs things around the shop. But it requires a 
little more brains to notice the entrepreneur’s dependence on the market. 
The orders given by the consumers arc not tangible, thy cannot be per¬ 
ceived by the senses. Many people lack the discernment to take cognizance 
of them. They fall victim to the delusion that entrepreneurs and capitalists 
are irresponsible autocrats whom nobody calls to account for their 
action ’ 

The outgrowth of this mentality is the practice of applying to business 
the terminology of political rule and military action. Successful business¬ 
men are called kings or dukes, their enterprises an empire, a kingdom, or a 
dukedom. If this idiom were only a harmless metaphor, there would be no 
need to criticize it. But it is the source of serious errors which play a sinis¬ 
ter role in contemporary doctrines. 

Government is an apparatus of compulsion and coercion. It has the 
power to obtain obedience by force. The political sovereign, be it an auto¬ 
crat or the people as represented by its mandataries, has power to crush 
rebellions as long as his ideological might subsists. 

The position which entrepreneurs and capitalists occupy in the market 

ii. Beatrice Webb, Lady Passficld, herself the daughter of a wealthv business¬ 
man, may be quoted as an outstanding example of this mentality. Cf. My ap¬ 
prenticeship (New York, 19:6), p. 
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sistcncc. Only the fittest plants and animals survive. The antagonism 
between an animal starving to death and another that snatches the 
food away from it is implacable. 

Social cooperation under the division of labor removes such antag¬ 
onisms. It substitutes partnership and mutuality for hostility. The 
members of society arc united in a common venture. 

The term competition as applied to the conditions of animal life 
signifies the rivalry between animals which manifests itself in their 
search for food. We may call this phenomenon biological competi¬ 
tion. Biological competition must not be confused with social com¬ 
petition , i.e., the striving of individuals to attain the most favorable 
position in the system of social cooperation. As there will always be 
positions which men value more highly than others, people will strive 
for them and try to outdo rivals. Social competition is consequently 
present in every conceivable mode of social organization. If we want 
to think of a state of affairs in which there is no social competition, 
we must construct the image of a socialist system in which the chief 
in his endeavors to assign to everybody his place and task in society 
is not aided by any ambition on the part of his subjects. The individ¬ 
uals arc entirely indifferent and do not apply for special appointments. 
They behave like the stud horses which do not try to put themselves 
in a favorable light when the owner picks out the stallion to im¬ 
pregnate his best brood marc. But such people would no longer be 
acting men. 

In a totalitarian system social competition manifests itself in the 
endeavors of people to court the favor of those in power. In the 
market economy competition manifests itself in the facts that the 
sellers must outdo one another by offering better or cheaper goods 
and services and that the buyers must outdo one another by offering 
higher prices. In dealing with this variety of social competition which 
may be called catallactic competition, we must guard ourselves against 
various popular fallacies. 

The classical economists favored the abolition of all trade barriers 
preventing people from competing on the market. Such restrictive 
laws, they explained, result in shifting production from those places 
in which natural conditions of production arc more favorable to 
places in which they arc less favorable. They protect the less efficient 
man against his more efficient rival. They tend to perpetuate back¬ 
ward technological methods of production. In short they curtail 
production and thus lower the standard of living. In order to make 
all people more prosperous, the economists argued, competition 
should be free to everybody. In this sense they used the term free 
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lines and in other branches of business than in the construction of 
new railroads. However, this did not interfere with further techno¬ 
logical progress in transportation technique. The bigness and the 
economic “power” of the railroad companies did not. impede the 
emergence of the motor car and the airplane. 

Today people assert the same with regard to various branches of 
big business: You cannot challenge their position, they arc too big 
and too powerful. But competition docs not mean that anybody can 
prosper by simply imitating what other people do. It means the op¬ 
portunity to serve the consumers in a better or cheaper way without 
being restrained by privileges granted to those whose vested inter¬ 
ests the innovation hurts. What a newcomer who wants to defv the 
vested interests of the old established firms needs most is brains and 
ideas. If his project is fit to fill the most urgent of the unsatisfied needs 
of the consumers or to purvey them at a cheaper price than their old 
purveyors, he will succeed in spite of the much talked of bigness and 
power of the old firms. 

Catallactic competition must nor be confused with prize fights and 
beauty contests. The purpose of such fights and contests is to discover 
who is the best boxer or the prettiest girl. The social function of 
catallactic competition is, to be sure, not to establish who is the 
smartest boy and to reward the winner by a title and medals. Its 
function is to safeguard the best satisfaction of the consumers which 
they can attain under the given state of the economic data. 

Equality of opportunity is a factor neither in prize fights and beauty 
contests nor in any other field of competition, whether biological or 
social. 1 he immense majority of people arc by the physiological 
structure of their bodies deprived of a chance to attain the honors 
ot a boxing champion or a beauty queen. Only very few people can 
compete on the labor market as opera singers and movie stars. The 
most favorable opportunity to compete in the field of scientific 
achievement is provided to the university professors. Yet, thousands 
and thousands of professors pass away without leaving any trace 
in the history of ideas and scientific progress, while many of the 
handicapped outsiders win glory through marvelous contributions. 

It is usual to find fault with the fact that catallactic competition is not 
open to everybody in the same way. The start is much more difficult 
for a poor boy than for the son of a wealthy man. But the consumers 
are not concerned about the problem of whether or not the men who 
shall serve them start their careers under equal conditions. Their only 
interest is to secure the best possible satisfaction of their needs. If the 
system of hereditary property is more efficient in this regard, they 
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determination of prices- It does not give the monopolist any advan¬ 
tage in selling his products. Under copyright law every rhymester 
enjoys a monopoly in the sale of his poetry. But this does not influence 
the market. It may happen that no price whatever can be realized for 
his stuff and that his books can only be sold at their waste paper value- 

Monopoly in this second connotation of the term becomes a factor 
in the determination of prices only if the demand curve for the 
monopoly' good concerned is shaped in a particular way. If conditions 
arc such that the monopolist can secure higher net proceeds by selling 
a smaller quantity of his product at a higher price than by selling a 
greater quantity of his supply at a lower price, there emerges a 
monopoly price higher than the potential market price would have 
been in the absence of monopoly. .Monopoly prices are an important 
market phenomenon, while monopoly as such is only important if it 
can result in the formation of monopoly prices. 

It is customary to call prices which are not monopoly prices com¬ 
petitive prices. W hile it is questionable whether or not this terminol¬ 
ogy is expedient, it is generally accepted and it would be difficult to 
change it. But one must guard oneself against its misinterpretation. It 
would be a serious blunder to deduce from the antithesis between 
monopoly price and competitive price that the monopoly price is the 
outgrowth of the absence of competition. There is always catallactic 
competition on the market. Catallactic competition is no less a factor 
in the determination of monopoly prices than it is in the determination 
of competitive prices. I he shape of the demand curve that makes 
the appearance *>t monopoly prices possible and directs the monopo¬ 
lists’ conduct is determined bv the competition of all other commodi¬ 
ties competing for the buyers' dollars. The higher the monopolist 
fixes the price at which he is ready to sell, the more potential buyers 
turn their dollars toward other vendible goods. On the market every 
commodity competes w ith all other commodities. 


I here are people who maintain that the catallactic theory of prices 
is of no use for the study of reality because there has never been “free” 
competition or because, at least today, there is no longer any such 
thing. All these doctrines arc wrong. 13 They misconstrue the phe¬ 
nomena and simply do not know what competition really is. It is a 
fact that the history of the last decades is a record of policies aiming 
at the restriction of competition. It is the manifest intention of these 
schemes to grant privileges to certain groups of producers by pro- 


For a refutation the fashionaWc doctrines of imperfect and of monop- 
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tecting them against the competition of more efficient competitors. 

In many instances these policies have brought about the conditions 
required for the emergence of monopoly prices, n many other in¬ 
stances this was not the case and the result was only a state of ta 

preventing many capitalists, entrepreneurs, farmers, and 
from entering those branches of industry in which they would have 
rendered the most valuable services to their fellow citizens. Catallactic 
competition has been seriously restricted, but the market econo 
still in operation although sabotaged by government and abo ■ union 
interference. The system of catallactic competition is still function 
in K although the productivity of labor has been seriously reduced. 

h is the ultimate end of these anticompetition polices to_ subs itute 
for capitalism a socialist system of planning in which there i. n 
catallactic competition at all. While shedding crocodile tears » 
the decline of competition, the planners want to abolish this mad 
competitive system.Thev have attained their goal in some countric.. 
BuTfn the rest of the world they have only restricted competition in 
some branches of business by increasing the number of people com- 

PC S tts e aim” n g C « S a restriction of competition play a great role 
in our day It is an important task of the history of our age to deal 
with them. Economic theory has no need to refer to them in pa. tic - 
lar The fact that there arc trade barriers privileges, cartels, govern 
.“pZ ««. hbo, unions is s 

history. It does not require special theorems for its interpretation. 

6 . Freedom 

The words freedom and liberty signified for the n-st eimnent 
representatives of mankind one of the most precious and des.al le 
goods Today it is fashionable to sneer at them. The, are trumpets 
ihc modern L, "slippery” notions and “bourgeois prejudices 

Freedom and liberty ari not to be found in nature. In -turcthcre 
is no phenomenon to which these terms could be meanmg u ly ap- 
ohed Whatever man docs, he can never free himself from the re¬ 
straints which nature imposes upon him. If he wants to succeed m 
acting he must submit unconditionally to the laws of nature. 

Freedom and liberty always refer to interhuman relations. A man 
is free as far as he can live and get on without being at the mercy 
of arbitrary decisions on the part of other people. In the frame of 
society everybody depends upon his fellow citizens Social man can¬ 
not become^ independent without forsaking all the advantages of 
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social cooperation. The self-sufficient individual is independent, but 
he is not free. He is at the mercy of everybody who is stronger than 
himself. The stronger fellow has the power to kill him with impunity. 

It is therefore nonsense to rant about an alleged “natural” and “inborn 
freedom which people are supposed to have enjoyed in the ages 
preceding the emergence of social bonds. Man was not created free; 
what freedom he may possess has been given to him by society. Only 
societal conditions can present a man with an orbit within the limits 
of which he can attain liberty. 

Liberty and freedom are the conditions of man within a con¬ 
tractual society. Social cooperation under a system of private owner¬ 
ship of the means of production means that within the range of the 
market the individual is not bound to obey and to serve an overlord. 
As far as he gives and serves other people, he docs so of his own accord 
in order to be rewarded and served by the receivers. He exchanges 
goods and services, he docs not do compulsory labor and does not pay 
tribute. 1 Ic is certainly not independent. He depends on the other 
members of society. But this dependence is mutual. The buyer de¬ 
pends on the seller and the seller on the buyer. 

The main concern of many writers of the nineteenth and twentieth 
centuries was to misrepresent and to distort this obvious state of 
affairs. The workers, they said, are at the mercy of their employers. 
Now, it is true that the employer has the right to fire the employee. 
But if he makes use of this right in order to indulge in his whims, he 
hurts his own interests. It is to his own disadvantage if he discharges 
a better man in order to hire a less efficient one. The market does 
not directly prevent anybody from arbitrarily inflicting harm on his 
fellow citizens; it only puts a penalty upon such conduct. The shop¬ 
keeper is free to be rude to his customers provided he is ready to bear 
the consequences. The consumers arc free to boycott a purveyor pro¬ 
vided they arc ready to pay the costs. What impels every man to the 
utmost exertion in the service of his fellow men and curbs innate 
tendencies toward arbitrariness and malice is, in the market, not com¬ 
pulsion and coercion on the part of gendarmes, hangmen, and penal 
courts; it is self-interest. The member of a contractual society is free 
because he serves others only in serving himself. What restrains him 
is only the inevitable natural phenomenon of scarcity. For the rest 
he is free in the range of the market. 

There is no kind of freedom and liberty other than the kind which 
the market economy brings about. In a totalitarian hegemonic society 
the only freedom that is left to the individual, because it cannot be 
denied to him, is the freedom to commit suicide. 
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they arrogate to themselves the determination of what is right and 
what is not. In their eves government omnipotence means full liberty. 
To free the police power from all restraints is the true meaning of 
their struggle for freedom. 

The market economy, say these self-styled liberals, grants liberty 
only to a parasitic class of exploiters, the bourgeoisie. These scoun¬ 
drels enjoy the freedom to enslave the masses. The wage earner is not 
free; he must toil for the sole benefit of his masters, the employers. The 
capitalists appropriate to themselves what according to the inalien¬ 
able rights of man should belong to the worker. Under socialism the 
worker will enjoy freedom and human dignity because he will no 
longer have to slave for a capitalist. Socialism means the emancipation 
of the common man, means freedom for all. It means, moreover, riches 
for all. 

These doctrines have been able to triumph because they did not 
encounter effective rational criticism. Some economists did a brilliant 
job in unmasking their crass fallacies and contradictions. But the 
public ignores the teachings of economics. They arc too heavy for 
the readers of tabloids and pulp magazines. The arguments advanced 
l>v average politicians and writers against socialism arc either silly or 
irrelevant. It is useless to stand upon an alleged “natural” right of in¬ 
dividuals to own property if other people assert that the foremost 
‘ natural right is that of income equality. Such disputes can never be 
settled. It is beside the point to criticize nonessential, attendant fea¬ 
tures of the socialist program. One docs not refute socialism bv at¬ 
tacking the socialists' stand on religion, marriage, birth control, and 
art. .Moreover, in dealing with such matters the critics of socialism 
w ere often in the w rong. Thus, for instance, they were so inept as to 
turn the disapproval of the Bolshevist persecution of the Russian 
(.lunch into an approbation of this debased, adamantly intolerant 
church and its superstitious practices. 

In spite of these serious shortcomings of the defenders of economic 
freedom it was impossible to fool all the people all the time about 
the essential features of socialism. 1 he most fanatical planners were 
forced to admit that their projects involve the abolition of many 
freedoms people enjoy under capitalism and “plutodcmocracy.” 
Pressed hard, they resorted to a new subterfuge. The freedom to" be 
abolished, they emphasize, is merely the spurious “economic” freedom 
of the capitalists that harms the common man. Outside the “economic 
sphere" freedom will not only be fully preserved, but considerably 
expanded. “Planning for Freedom” has lately become the most 
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popular slogan of the champions of totalitarian government and the 
Russification of all nations. 

The fallacy of this argument stems from the spurious distinction 
between two realms of human life and action, entirely separated front 
one another, viz., the “economic" sphere and the “noneconomic 
sphere. With regard to this issue there is no need to add anv thing to 
what has been said in the preceding parts of this book. However. 

there is another point to be stressed. . .... 

Freedom, as people enjoyed it in the democratic countries of W cs - 
ern civilization in the years of the old liberalism s triumph, was not a 
product of constitutions, bills of rights, laws, and statutes. 1 hose 
documents aimed only at safeguarding liberty and freedom. hm.lv 
established by the operation of the market economy, against en¬ 
croachments'on the part of officeholders. No government and no 
civil law can guarantee and bring about freedom otherwise an b> 
supporting and defending the fundamental institutions of t e r 
economy. Government means always coercion and compulsion and 
is by necessity the opposite of liberty. Government is a l 

liberty and is compatible with liberty only if its range isadc I 
restricted to the preservation of economic freedom. \\ ht c ' 
no market economy, the best-intent.oned provisions of constitution 

and laws remain a dead letter. ... , r . c 

The freedom of man under capitalism is an effect of ' : 

The worker does not depend on the good graces of an c 1 VI 
his employer discharges him. he finds another cm plover 1 he J 
sumcr is not at the mercy of the shopkeeper, c is cc • 
another shop if he likes. Nobody must kiss other peo, hands or 
fear their disfavor. Interpersonal relations are man 
change of goods and services is mutual; it is no 

can try it. There is in the range of Vs forced to go into the 

effective right to resist oppression. N > y h . .. 

or into a goo teory id.i, ~occ o,, c,. Ho 
may have to pay a price for his conviction; there are in this world 

^ . , ■ 7 * ( |.: r i. ; s gratuitous. But it is left to a man s 

no ends the attainment of wmen is t r * UUH 

14 . See below, pp. 595-59^- 
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'll decision to choose betw een a material advantage and the call of 
hat he believes to be his duty. In the market economy the individual 
alone is the supreme arbiter in matters of his satisfaction. 15 

Capitalist society has no means of compelling a man to change his 
occupation or his place or work other than to rew ard those complying 
with the wants of the consumers bv higher pay. It is precisely this 
kind of pressure which many people consider as unbearable and hope 
to see abolished under socialism. They are too dull to realize that the 
only alternative is to convey to the authorities full power to deter¬ 
mine in w hat branch and at what place a man should work. 

In his capacity as a consumer man is no less free. He alone decides 
w lvat is more and w hat is less important for him. He chooses how to 
spend his money according to his ow n w ill. 

'The substitution of economic planning for the market economy 
removes all freedom and leaves to the individual merely the right to 
obey. The authority directing all economic matters controls all 
aspects of a man s life and activities. It is the only employer. All 
labor becomes compulsory labor because the employee must accept 
what the chief deigns to offer him. The economic tsar determines 
what and how much of each the consumer may consume. T here is 
no sector of human life in which a decision is left to the individual’s 
value judgments. The authority assigns a definite task to him, trains 
him for this job. and employs him at the place and in the manner it 
deems expedient. 

As soon as the economic freedom which the market economy grants 
to its members is removed, all political liberties and bills of rights 
become humbug. I habeas corpus and trial by jury are a sham if, under 
the pretext of economic expediency, the authority has full pow-er 
to relegate every citizen it dislikes to the arctic or to a desert and to 
assign him “hard labor ’ for life. Freedom of the press is a mere blind 

i%. In ilie political sphere resistance to oppression practiced by the established 
government is the ratio of those oppressed. I lowever illegal and unbear¬ 

able the oppression, however lofty and noble the motives of the rebels, and how¬ 
ever beneficial the consequences of their violent resistance, a revolution is al¬ 
ways an illegal act, disintegrating the established order of state and government. 
It is an essential mark of civil government that it is in its territory the only 
agency which is in a position to resort to measures of \ iolcncc or to declare legiti¬ 
mate whatever violence is practiced by other agencies. A revolution is an act of 
warfare between the citizens, it abolishes the very foundations of legality and is 
at best restrained by the questionable international customs concerning belliger¬ 
ency. If victorious, it can afterwards establish a new legal order and a new govern¬ 
ment. But it can never enact a legal “right to resist oppression." Such an impunity 
granted to people venturing armed resistance to the armed forces of the govern¬ 
ment is tantamount to anarchy and incompatible with anv mode of government. 
1 he Constituent Assembly ot the first French Revolution was foolish enough to 
decree such a right; but it was not so foolish as to take its own decree seriously. 
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if the authority controls all printing offices ami paper plants. Ami so 
are all the other rights of men. 

A men has freedom as far as he shapes his life according to his n 
plans. A man whose fate is determined by the plans of a super or 
authority, in which the exclusive power to plan is vested is not free 
in the sense in which this term -free” was used and 
all people until the semantic revolution of our day brought al 

a confusion of tongues. 

7. Inequality of Wealth and Income 

The inequality of individuals with regard to wealth and income 

is an essential feature of the market economy. 

The fact that freedom is incompatible with equal,,) of jc h u 
income has been stressed by many authors. I here ,s need enter 
into an examination of the emotional arguments ads 'lie- 

writings. Neither is it necessary to raise the question of 
renunciation of liberty could in itself guarantee the cstaWidunet. 

law-abiding citizen is free from the inter cic contribute his 

men. What pressure is needed to impel 

share to the cooperative effort of production is c - ^ 

structure of the market. This pressure is indirect. 

dividual's contribution a premium graduated ace « t J 
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authorities. The individual becomes an mmaic: of apemU,.«ai> •- ^ 
were, to whom a definite task is assigne . 
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the authorities have ordered him to do, he is liable to punishment. 

It is important to realize in what the difference consists between 
direct pressure exercised for the prevention of crime and that ex¬ 
ercised for the extortion of a definite performance. In the former case 
all that is required from the individual is to avoid a certain mode of 
conduct, precisely determined by la"'. As a rule it is easy to establish 
whether or not this interdiction has been observed. In the second case 
the individual is liable to accomplish a definite task; the law forces 
him toward an indefinite action, the determination of which is left 
to the decision of the executive power. The individual is bound to 
obey whatever the administration orders him to do. Whether or not 
the command issued by the executive power was adequate to his 
forces and faculties and whether or not he has complied with it to 
the best of his abilities is extremely difficult to establish. Every citizen 
is with regard to all aspects of his personality and with regard to all 
manifestations of his conduct subject to the decisions of the authori¬ 
ties. In the market economy in a trial before a penal court the pros¬ 
ecutor is obliged to produce sufficient evidence that the defendant 
is guilty. Hut in matters of the performance of compulsory work it 
devolves upon the defendant to prove that the task assigned to him 
was beyond his abilities or that he has done all that can be expected 
of him. I he administrate combine in their persons the offices of the 
legislator, the executor of the law, the public prosecutor, and the 
judge. The defend ire entirely at their mercy. This is what people 
have in mind \ v.iking of lack of freedom. 

No system ot t c social division of labor can do without a method 
that makes individuals responsible for their contributions to the 
joint pi ' ductivc effort. If this responsibility is not brought about by 
the price structure of the market and the inequality of wealth and 
income it begets, it must be enforced by the methods of direct com¬ 
pulsion as practiced by the police. 

8. Entrepreneurial Profit and Loss 

Profit, in a broader sense, is the gain derived from action; it is 
the increase in satisfaction (decrease in uneasiness) brought about; 
it is the difference between the higher value attached to the result 
attained and the lower value attached to the sacrifices made for its 
attainment; it is, in other words, yield minus costs. To make profit 
is invariably the aim sought by any action. If an action fails to attain 
the ends sought, yield either docs not exceed costs or lags behind 
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brought about bv the higher valuation of present goods as com¬ 
pared with future goods, the sum of the prices of all complementary 
factors needed for production precisely equals the price of the 
product. 

In the changing world of reality differences between the sum of the 
prices of the complementary factors of production and the prices of 
the products emerge again and again. It is these differences that bring 
about monev profits and money losses. As far as such changes affect 
the sellers of labor and those of the original nature-given factors of 
production and of the capitalists as moneylenders, we will deal with 
them later. At this point we arc dealing with entrepreneurial profit 
and loss. It is this problem that people have in mind when employing 
the terms profit and loss in mundane speech. 

Like every acting man, the entrepreneur is always a speculator. He 
deals with the uncertain conditions of the future. Ilis success or 
failure depends on the correctness of his anticipation of uncertain 
events. If he fails in his understanding of things to come, he is doomed. 
The onlv source from which an entrepreneur's profits stem is his 
ability to anticipate better than other people the future demand of 
the consumers. If everybody is correct in anticipating the future state 
of the market of a certain commodity, its price and the prices of the 
complementary factors of production concerned would already today 
be adjusted to this future state. Neither profit nor loss can emerge for 
those embarking upon this line of business. 

1 he specific entrepreneurial function consists in determining the 
employment of the factors of production. The entrepreneur is the 
man w ho dedicates them to special purposes. In doing so he is driven 
solely by the selfish interest in making profits and in acquiring wealth. 
I.ut he cannot evade the law of the market. I le can succeed only by 
best serving the consumers. Ilis profit depends on the approval of 
his conduct by the consumers. 

( )ne must not confuse entrepreneurial profit and loss with other 
factors affecting the entrepreneur’s proceeds. 

1 he entrepreneur's technological ability docs not affect the specific 
entrepreneurial profit or loss. As far as his own technological activities 
contribute to the returns earned and increase his net income, we arc 
confronted with a compensation for work rendered. It is wages paid 
to the entrepreneur for his labor. Neither does the fact that not every 
process of production succeeds technologically in bringing about the 
product expected, influence the specific entrepreneurial profit or 
loss. Such failures are either avoidable or unavoidable. In the first case 
they are due to the technologically inefficient conduct of affairs. Then 
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tingcncies. Then an insure premnims.ratc, thc risks incurred by 
non to a contingent) / thc conduct of the tetl no¬ 
accidents do not introduce uncertain!) t „ deal with them 

logical processes.- If '"XSnSciency. The losses tin, 

. . - ” 

enterprises the adequate deg (Leipzig. 1H55>. j>. 

, 7 . Cf. Mangold.. O.V l.eb « «w» "f,?«•<•'«>< f ' 00 

The fact that out of 100 liters of P samc significance as thc fact «*»•• 

champagne, but a smaller quantity. h» 1 .. ,ff sugar but a smaller quant • 

“sS,ssnsi”*'-. 
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technological ignorance vitiates their cost calculation is effected on 
the market in the same way in which those deficient in the per¬ 
formance of the specific entrepreneurial functions are eliminated. It 
may happen that an entrepreneur is so successful in his specific entre¬ 
preneurial function that he can compensate losses caused by his 
technological failure. It may also happen that an entrepreneur can 
counterbalance losses due to failure in his entrepreneurial function 
by the advantages derived from his technological superiority or from 
the differential rent yielded by the higher productivity of the factors 
of production he employs. But one must not confuse the various 
functions which arc combined in the conduct of a business unit. The 
technologically more efficient entrepreneur earns higher wage rates 
or quasi-wage rates than the less efficient in the same way in which 
the more efficient worker earns more than the less efficient. The more 
efficient machine and the more fertile soil produce higher physical 
returns per unit of costs expended; they yield a differential’ rent 
when compared with the less efficient machine and the less fertile 
soil. I he higher wage rates and the higher rent arc, ceteris paribus, 
the corollary of higher physical output. But the specific entrepre¬ 
neurial profits and losses arc not produced by the quantity of physical 
ourpur. I hev depend on the adjustment of output to the most ur¬ 
gent wants of the consumers U hat produces them is the extent to 
which the entrepreneur i; . ccedcd or failed in anticipating the 
future—necessarily uncertain—s* ate of the market. 

The entrepreneur is also jeopardized by political dangers. Govern¬ 
ment policies, evolutions, and wars can damage or annihilate his 
enterprise. Such events do not affect him alone; they affect the mar- 
la 1 economy as such and all individuals, although not all of them to 
r le same exte . For the individual entrepreneur they are data which 
he cannot alt If he is efficient, he will anticipate them in time. But 
ir is not alu a possible for him to adjust his operations in such a way 
as to avoid d.mage. If the dangers expected concern only a part of 
the territory which is accessible to his entrepreneurial activities, he 
can avoid operating in the menaced areas and can prefer countries in 
which the danger is less imminent. But if he cannot emigrate, he must 
stay where he is. If all entrepreneurs were fully convinced that the 
total Mctorv of Bolshevism was impending, they would neverthe¬ 
less not abandon their entrepreneurial activities. The expectation of 
imminent expropriation will impel the capitalists to consume their 
funds. The entrepreneurs will be forced to adjust their plans to the 
market situation created by such capital consumption and the threat¬ 
ened nationalization of their shops and plants. But they will not stop 
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operating. If some entrepreneurs go out of busmess, others ''■! take 
their place—newcomers or old entrepreneurs cxpandmgthcs.zcof 
their enterprises. In the market economy there will al*a> s be en 
preneurs. Policies hostile to capitalism may deprive the 
the greater part of the benefits they would havr re ped rom un 
hampered entrepreneurial activities. But they cannot el... mate .1 c 
entrepreneurs as^ such if they do not ent.rely destroy the market 

‘ThTutmate source from which entrepreneurial profitami loss am 
derived is the uncertainty of the future constellation of demand and 

“ft ««?» 

of the market, there would be nc,t V, l . , l)C f u || v adjusted 

of all the factors of production Victor* of pro¬ 
to tomorrow’s prices of the prod • - wj{h duc allowance 

duction the entrepreneur would ^ c ° '' nr goods and future 

for the difference between the prices p ^ ^ fof thc 

goods) no less an amount than fi( 0 P n , v jf hc anticipates 

product. An entrepreneur can1 make P ^ cntre ' prcnclirs . Then he 
future conditions more correctly • at prices thc sum of 

buys the complementary factors » P " ” P duct . 

which is smaller than thc price at « ue > jng economic condi- 

If we want to construct the image of ch^ ^ rcsoft to 

tions in which there arc neither p of a ll future events on 

an unrealizable assumption: perfee b hunters and fishermen to 

the part of all individuals. If of produced 

whom it is customary to ascribe „ , futlirc vicissitudes 

of human affairs, and if they 11 omnis ciencc. had appraised 
day of )udgmcnt, equipped _ entrepreneurial profits and 

all factors of production “urial profits and losses 

losses would never have cincrgct. 1 expected prices and 

arc created through thc discrepancy c possible to confiscate 

the prices later really fixed or, the whom they have 

profits and to transfer them1 fro ^ $ nor losscs can ever dis- 

accrued to other people. Hut 1 | atC( j solely with omniscient 

appear from a changing world n \ P 

people. 
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9. Entrepreneurial Profits and Losses in a Progressing 

Economy 

In the imaginary construction of a stationary economy the total sum 
of all entrepreneurs’ profits equals the total sum of all entrepreneurs’ 
losses. What one entrepreneur profits is in the total economic system 
counterbalanced l>v another entrepreneur’s loss. I he surplus which 
all the consumers together expend for the acquisition of a certain 
commodity is counterbalanced by the reduction in their expenditure 
for the acquisition of other commodities. 10 

It is different in a progressing economy. 

We call a progressing economy an economy in which the per capita 
quota of capital invested is increasing. In using this term we do not 
imply value judgments. We adopt neither the “materialistic” view 
that such a progression is good nor the “idealistic” view that it is bad 
or at least irrelevant from a “higher point of view.” Of course, it is 
a well-known fact that the immense majority of people consider the 
consequences of progress in this sense as the most desirable state of 
affairs and yearn for conditions which can be realized only in a pro¬ 
gressing economy. 

In the stationary economy the entrepreneurs, in the pursuit of their 
specific functions, cannot achieve anything other than to withdraw 
factors of production, provided that they arc still convertible, 511 
from one line of business in order to employ them in another line, or 
to direct the restoration of the equivalent of capital goods used up 
in the course of production processes toward the expansion of cer¬ 
tain branches of industry at the expense of other branches. In the 
progressing economy the range of entrepreneurial activities includes, 
moreover, the determination of the employment of the additional 
capital goods accumulated by new savings. The injection of these 
additional capital goods is bound to increase the total sum of the 
income produced, i.c.. of that supply of consumers’ goods which can 
he consumed w ithout diminishing the capital equipment used in its 
production and thereby w ithout impairing the output of future 
production. I he increase of income is effected cither by an expan¬ 
sion of production without altering the technological methods of 
production or by an improvement in technological methods which 

•9 ,f wc Nvcrc to a PP l >’ lh c faulty concept of a ‘ national income*’ as used in 
popular speech, wc would have to say that no part of national income eocs into 
profits. ° 

:o. The problem of the com crtibility of capital goods is dealt w ith below, pp. 
499-505. 
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would not have been feasible under the previous conditions of a less 

ample supply of capital goods. ( 

It is out of this additional wealth that the surplus of the total sum of 
entrepreneurial profits over the total sun. of entrepreneurial losses 
flows. But it can be easily demonstrated that this surplus can nocr 
exhaust the total increase in wealth brought about by economic prog¬ 
ress. The laws of the market divide this additional wea'th betvyeen 
the entrepreneurs and the suppliers of labor and those <> " 

material factors of production in such a way that the lion * share goes 

to the nonentreprencurial groups. 

First of all we must realize that entrepreneurial profits are not i 
lasting phenomenon but only temporary, llierc preeai s 
tendency for profits and losses to disappear, The market ,s ah a> s 
moving toward the emergence of the final pr.ces and the final ate 
of rest 8 If new changes in the data were not to interrupt thn. n»« 
ment and not to create the need for a new adjustme" of pmduct'on 
to the altered conditions, the prices of all complementary fact r o 
production would-due allowance being made for .me P" f '™ e 
—finally equal the price of the product, and nothing w o«W jj> |c < 
profits or losses. In the long run every increase r ^ “ 

fits exclusively the workers and some groups of the owners I. 

Sssssss 

restraint in consuming. existing 

a. The owners of those capital goods already P ri of pro- 

which, thanks to the improvement in technolog c J 

duction, arc now better utilized than before. Such ga ns arc, of course. 

temporary only. They are bound J " 1 ^.Capital goods concerned, 
cncy toward an intensified production t I t> . ffoo j s 

On the other hand, the increase m the quant «y of capita, goods 

available lowers the marginal products it> «» P ’ , , t , 
about a fall in the prices of the capital goods and he I < ^ 

interests of all those capitalists who " n t^lle ZZ* 

cicntly in the process of saving and the aeennnii. 

supply of capital all « h ose are benefited for whom 

In the group of the '^ow ners oductivitv „f their farms, 

the new state of affairs results ... a I. g ham |, a |l those are 

forests, fisheries, mines, and so on. On t of the 

hurt whose property .nay become sulm.arg.nal on account 
higher return yielded by the land owned by those benefited. 
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In the group of labor all derive a lasting gain from the increase in 
the marginal productivity of labor. But, on the other hand, in the 
short run some may suffer disadvantages. These are people who were 
specialized in the performance of work which becomes obsolete 
as a result of technological improvement and are fitted only for jobs 
in which—in spite of the general rise in wage rates—they earn less 
than before. 

All these changes in the prices of the factors of production begin 
immediately with the initiation of the entrepreneurial actions designed 
to adjust the processes of production to the new state of affairs. In 
dealing with this problem as with the other problems of changes in 
the market data, we must guard ourselves against the popular fallacy 
of drawing a sharp line between short-run and long-run effects. What 
happens in the short run is precisely the first stages of the chain of 
successive transformations which tend to bring about the long-run 
effects. The long-run effect is in our case the disappearance of entre¬ 
preneurial profits and losses. The short-run effects are the preliminary 
stages of this process of elimination which finally, if not interrupted 
by a further change in the data, would result in the emergence of 
the evenly rotating economy. 

It is necessary to comprehend that the very appearance of an ex¬ 
cess in the total amount of entrepreneurial profits over the total 
amount of entrepreneurial losses depends upon the fact that this 
process of the elimination of entrepreneurial profit and loss begins at 
the same time as the entrepreneurs begin to adjust the complex of 
production activities to the changed data. There is never in the whole 
sequence of events an instant in which the advantages derived from 
the increase in the amount of capital available and from technical 
improvements benefit the entrepreneurs only. If the wealth and the 
income of the other strata were to remain unaffected, these people 
could buy the additional products only bv restricting their pur¬ 
chases of other products accordingly. Then the profits of one group 
of entrepreneurs would exactly equal the losses incurred by other 
groups. 

Y\ hat happens is this: 1 he entrepreneurs embarking upon the uti¬ 
lization of the newly accumulated capital goods ancT the improved 
technological methods of production arc in need of complementary 
factors of production. Their demand for these factors is a new ad¬ 
ditional demand which must raise their prices. Only as far as this rise 
in prices and wage rates occurs, arc the consumers in a position to buy 
the new products without curtailing the purchase of other goods. 
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Only so far can a surplus of the total sum of all entrepreneurial profits 
over all entrepreneurial losses come into existence. 

The vehicle of economic progress is the accumulation of addition* 
capital goods by means of saving and improvement in technological 
methods of production the execution of w hich is almost alxvaxs con- 
ditioned by the availability of such new capital. 1 he agents «.t progress 
are the promoting entrepreneurs intent upon profiting by means o 
adjusting the conduct of affairs to the l.est possible satisfaction of the 
consumers. In the performance of their projects for the realization < 
progress they are bound to share the benefits derived from progress 
with the workers and also u ith a part of the capita ists am •’ 
and to increase the portion allotted to these pcop i step >> s M 

their oxvn share melts axvay entirely. . 

From this it becomes evident that it is absurd to speak of a r. 
of profit” or a “normal rate of profit" or an "average rate «. .fit. 
Profit is not related to or dependent on the ^ o “fit 

ployed by the entrepreneur. Capital does not >cgc I ' th 
'and loss are entirely determined by the success or M ire 
entrepreneur to adjust production to the demand of ,ht M ; 
There is nothing "nonnal" in profits .and there can 
“equilibrium" with regard to them. Profit n»d lo.s arc on 
always a phenomenon of a deviation from normals. < ’> 

unforeseen by the majority, and of a 'M,sequd.br, 
no place in an imaginary world of norma'cy :ami cq u h ~ ln a 

changing economy there prevails aluavs an inieie chanties 

profits and losses to disappear. It is only the emergence of ' 
r . - . • i • i Tn«i«*r ^Mtionarx’ conditions cue axeiagc 

which revives them again. Lndcr *»««"»> < f ^ t()M , a|llount of 

rate" of profits and losses is zcro Al ' , " thcrc j, economic 

profits over that of losses is a proof of tl • r U strata 

progress and an improvement in the standard of 1 -g: «f ™ 
of the population. The greater this excess is. the greater ts 

crement in general prosperity. phenomenon of 

unfair increase in the prices of the products. B> rights there 
n °Economics^indifferent with regard to such 

ments. It is not interested in the problem o " lc j , natural 

approved or condemned from the point of view of an alleged nntur 
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Jaw and of an alleged eternal and immutable code of morality about 
which personal intuition or divine revelation are supposed to convey 
precise information. Economics merely establishes the fact that entre¬ 
preneurial profits and losses are essential phenomena of the market 
economy. There cannot be a market economy without them. It is 
certainly possible for the police to confiscate all profits. But such 
a policy would by necessity convert the market economy into a 
senseless chaos. Man has, there is no doubt, the power to destroy many 
things, and he has made in the course of history ample use of this 
faculty. I Ic could destroy the market economy too. 

If those self-styled moralists were not blinded by their envy, they 
would not deal with profit without dealing simultaneously with its 
corollary, loss. They would not pass over in silence the fact that 
the preliminary conditions of economic improvement are an achieve¬ 
ment of those Whose saving accumulates the additional capital goods 
and of the inventors, and that the utilization of these conditions for 
the realization of economic improvement is effected by the entre¬ 
preneurs. The rest of the people do not contribute to progress, but 
they arc benefited by the horn of plenty which other people’s activities 
pour upon them. 

What has been said about the progressing economy is umtatis 
mutandis to be applied to the conditions of a retrogressing economy, 
i.c., an economy in which the per capita quota of capital invested is 
decreasing. In such an economy there is an excess in the total sum of 
entrepreneurial losses over that of profits. People who cannot free 
themselves from the fallacy of thinking in concepts of collectives 
and w hole groups might raise the question of how in such a retro¬ 
gressing economy there could be any entrepreneurial activity at all. 
Why should anybody embark upon an enterprise if he knows in 
advance that mathematically his chance of earning profits arc smaller 
than those of suffering losses? However, this mode of posing the 
problem is fallacious. Like other people, entrepreneurs do not act as 
members of a class, but as individuals. No entrepreneur bothers a whit 
about the fate of the totality of the entrepreneurs. It is irrelevant to 
the individual entrepreneur what happens to other people whom 
theories, according to a certain characteristic, assign to the same class 
they assign him. In the living, perpetually changing market society 
there arc always profits to be earned by efficient entrepreneurs. The 
fact that in a retrogressing economy the total amount of losses exceeds 
the total amount of profits does not deter a man who has confidence 
in his own superior efficiency. A prospective entrepreneur docs not 
consult the calculus of probability which is of no avail in the field of 
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understanding. He trusts his own ability to understand future market 
conditions better than his less gifted fellow men. 

The entrepreneurial function, the striving of entrepreneurs after 
profits, is the driving power in the market economy. Profit and loss 
are the devices by means of which the consumers excrc.se their 
supremacy on the market. The behavior of the consumers makes 
profits and losses appear and thereby shifts ownership of the means 
of production from the hands of the levs efficient into those <» the 
more efficient. It makes a man the more influential m the direction « 
business activities the better he succeeds in serving the consumers. I 
the absence of profit and loss the entrepreneurs would no, know 
what the most urgent needs of the consumers are. If some entre¬ 
preneurs were to guess it. they would lack the means to adjust pro- 

duction accordingly. . f . 

Profit-seeking business is subject to the sovereign,) o tl ccon 

sumers, while nonprofit institutions arc sovereign u * 

and not responsible to the public. Production for profit s. n 
production for use. as profits can only be earned by p m ul.ng the 
consumers with those things they most urgent \ want o s • 

The moralists’ and sermoni/ers’ criti.p.e of profits ^ r 

the common 
serious books, 


, man-prefer liquor to Bibles and aeteeffive^onesm 

serious books, and that governments prefer guns to ,u < ; • 
preneur does not make greater profits m selling bad ' g l, ” 
in selling “good" things" His profits are the gre^hc^tter he 
succeeds in providing the consumers with those th t 
most intensely. Peojde do not drink intoxicating forages m-mde. 


must intensely, rcuuic u« • -. - . r ... 

to make the “alcohol capital* happy, and t ic\ <> , .k. ( |u . cxisl . 

order to increase the profits of the “mere \ants o 1 • r |j^ c 

ence of the armaments industries is a consequence of the uarfike 

Stress of the entrepreneurs to suhstitu, 

sound ideologies for unsound. It rests wit \ t ur \ \ ^ 

people’s ideas and ideals. The entrepreneur serves the consumes 
they are today, however wicked and ignorant. 

We may admire those who abstain from nniking gams ^ e dd 
reap in producing deadly weapons or hard hquorH^ the ^ 
laudable conduct is a mere gesture w itbmit anv \ * * . 

if all entrepreneurs and capitalists were to follow thc-.r cvnn.pl^ uar. 

and dipsomania would not disappear. * * » wea|>on s in their 
capitalistic ages, governments would produc | 

own arsenals and drinkers would distill their own liquor. 
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Some Observations on the Underconsumption 
Bogey and on the Purchasing Power Argument 

In speaking of underconsumption, people mean to describe a state of 
affairs in which a part of the goods produced cannot be consumed because 
the people who could consume them are by their poverty prevented from 
buying them. These goods remain unsold or can be swapped only at prices 
not covering the cost of production. Hence various disarrangements and 
disturbances arise, the total complex of which is called economic depres¬ 
sion. 

Now it happens again and again that entrepreneurs err in anticipating the 
future state of the market. Instead of producing those goods for which the 
demand of the consumers is most intense, they produce less urgently 
needed goods or things which cannot be sold at all. These inefficient entre¬ 
preneurs suffer losses while their more efficient competitors who antici¬ 
pated the wishes of the consumers earn profits. The losses of the former 
group of entrepreneurs arc not caused by a general abstention from buying 
in the part of the public; they arc due to the fact that the public prefers to 
buy other goods. 

If it were true, as the underconsumption myth implies, that the workers 
are too poor to buy the products because the entrepreneurs and the capi¬ 
talists unfairly appropriate to themselves what by rights should go to the 
wage earners, the state of affairs would not be altered. The “exploiters" 
are not supposed to exploit from sheer wantonness. They want, it is in¬ 
sinuated, to increase at the expense of the “exploited" either their own 
consumption or their own investments. They do not withdraw their boon* 
from the universe. They spend it cither in buying luxuries for their own 
household or in buying producers goods for the expansion of their enter¬ 
prises. Of course, their demand is directed toward goods other than those 
the wage earners would i*-e bought if the profits had been confiscated and 
distributed among them, 'tiitreprcneurial errors with regard to the state of 
the market of various classes of commodities as created by such “exploita¬ 
tion are in no w ay different from any other entrepreneurial shortcomings. 
Lntrcprcneurial errors result in losses for the inefficient entrepreneurs 
which are counterbalanced by the profits of the efficient entrepreneurs. 
I hey make business bad for some groups of industries and good for other 
groups. I hey do not bring about a general depression of trade. 

I he underconsumption myth is baseless self-contradictory balderdash. 
Its reasoning crumbles away as soon as one begins to examine it. It is un¬ 
tenable even if one, for the sake of argument, accepts the “exploitation” 
doctrine as correct. 

The purchasing pow er argument runs in a slightly different manner. 
It contends that a rise in wage rates is a prerequisite of the expansion of 
production. If wage rates do not rise, there is no use for business to increase 
the quantity and to improve the quality of the goods produced. For the 
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additional products would find no buyers or only such buyers as restrict 
their purchases of other goods. What is needed first for the realization of 
economic progress is to make wage rates rise continually. Government or 
labor union pressure and compulsion aiming at the enforcement of higher 

wage rates are the main vehicles of progress. 

As has been demonstrated above the emergence of an excess in the total 
sum of entrepreneurial profits over the total sum of entrepreneurs losses 
is inseparably bound up with the fact that a portion of the benefits derived 
from the increase in the quantity of capital goods available and from 
the improvement of technological procedures goes to the noncntreprcncur- 
ial groups. The rise in the prices of complementary factors of production, 
first among them wage rates, is neither a concession which the entrepre¬ 
neurs willy-nilly must make to the rest of the people nor a clever dee ice of 
the entrepreneurs in order to make profits. It is an unavoidable and neces¬ 
sary phenomenon in the chain of successive events which the endeavors of 
the entrepreneurs to make profits by adjusting the supply o t le consume s 
goods to the new state of affairs are bound to bring about. The same process 
which results in an excess of entrepreneurial prohts over losses causes hr 
—i.o., before such an excess appears—he emergence of a tendency toward 
a rise in wage rates and in the prices of many material factors of produc ,u. an. 
And it is again the same process that would in the ^rther course of esents 
make this excess of profits over losses disappear, pro'* c 
changes, increasing the amount of capital goods as ai a 1 c, " e . 

The excess of profits over losses is not a consequence o t e rise 11 I 
of the factors of production. The two phenomena—the rise in tlu p 
the factors of production and the excess of prohts over losses- re • ’ 
steps in the process of adjustment of production to the increase « ‘ 

tity of capital goods and to the technological changes which the u 
neurial actions actuate. Only to the extent that the other strata of file p,,,.^ 
lation arc enriched by this adjustment can an excess «» pro 

temporarily come into being. •„ 

The basic error of the purchasing power argument consists in miscon 

struing this causal relation. It turns things upside ow n " . . 

the rise in wage rates as the force bringing about economic ....pros e lent. 

We will discuss at a later stage of this book 
tempts of the governments and of organized labor s10 el ‘ Hcre x tc 

rates higher than those determined by a nonhampered market. Here 

must only add one more explanatory remark. 

Whenspeaking of profits and losses, prices and -age rates^s hatv e 

have in mind is always real profits and losses, rca p 1 b 

rates. It is the arbitrary interchange of money terms andI real ern hat 
has led many people astray. This problem too will be* cx ™ 
lively in later chapters. Let us incidentally only '^‘.^.'iLe rates 
rise in real wage rates is compatible with a drop in no b 


21. Cf. below, pp. 763-773. 
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io. Promoters, Managers, Technicians, and Bureaucrats 

The entrepreneur hires the technicians, i.e., people who have the 
ability and the skill to perform definite kinds and quantities of work. 
The class of technicians includes the great inventors, the champions 
in the field of applied science, the constructors and designers as well 
as the performers of the most simple tasks. The entrepreneur joins 
their ranks as far as he himself takes part in the technical execution of 
his entrepreneurial plans. The technician contributes his own toil 
and trouble; but it is the entrepreneur qua entrepreneur who directs 
his labor toward definite goals. And the entrepreneur himself acts as a 
mandatary, as it were, of the consumers. 

The entrepreneurs are not omnipresent. They cannot themselves 
attend to the manifold tasks which arc incumbent upon them. Adjust¬ 
ment of production to the best possible supplying of the consumers 
with the goods they arc asking for most urgently docs not merely 
consist in determining the general plan for the utilization of resources. 
There is, of course, no doubt that this is the main function of the 
promoter and speculator. But besides the great adjustments, many 
small adjustments arc necessary too. L'.ach of them may seem trifling 
and of little bearing upon the total result. But the cumulative effect 
of shortcomings in many of these minor matters can be such as to 
frustrate entirely the success of a correct solution of the great prob¬ 
lems. At any rate, it is certain that every failure to handle the smaller 
problems results in a squandering of scarce factors of production and 
consequently in impairing the best possible satisfaction of the con¬ 
sumers. 

It is important to conceive in what respects the problem we have 
in mind differs from the technological tasks of the technicians. The 
execution of every project upon which the entrepreneur has em¬ 
barked in making his decision with regard to the general plan of 
action requires a multiplicity of minute decisions, l'.ach of these de¬ 
cisions must be effected in such a way as to prefer that solution of 
the problem which—without interfering with the designs of the 
general plan for the whole project—is the most economical one. It 
must avoid superfluous costs in the same way as docs the general plan. 
The technician from his purely technological point of view either 
may not see any difference in the alternatives offered by various 
methods for the solution of such a detail or may give preference to 
one of these methods on account of its greater output in physical 
quantities. But the entrepreneur is actuated by the profit motive. This 
enjoins upon him the urge to prefer the most economical solution, i.e., 
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that solution which avoids employing factors of production whose 
employment would impair the satisfaction of the more mtenscK U 
wants of the consumers. He will prefer among the various methods 
with regard to which the technicians are neutral, the one the applica¬ 
tion of which requires the smallest cost. He may reject die techni¬ 
cians' suggestion to choose a more costly method securing a greater 

physicaofutput if hi, c.lc.Mon show, <h„ ' ~'P“ 

would not ounveigh the increase m cost required. Not only m the 
great decisions and plans but no levs in the da.lv dec, on of M tall 

problems as they turn up in the current conduct of afTairs thc entre 
preneur must perform his task of adjusting production to the demand 

of the consumers as reflected in the prices of the , 

Economic calculation as practiced ,n the market «ono^ and 
especially the system of double-entry bookkeeping, make t p s,b 
to” relieve the entrepreneur of involvement m too.-ch ck»d. H 
can devote himself to his great tasks without being cn wngM.« J 
multitude of trifles beyond any mortal man s rang _ t dJ _ 

appoint assistants to whose solicitude he entrusts thecare o sub*d 
nate entrepreneurial duties. And these assistants in their 

aided according to the same principle by ass,s ‘ n . hj crnr chv 
s,nailer sphere of duties. In this way a whole managerial lucrarcls 

A ma,n, K J\s a junior partner of the 

fr 

him to attend to the best of his abilities to orccisclv deter- 

tions which are assigned to him with.n a limited and prce.scls 

mined sphere of action bookkeeping that makes the 

It is the system of dmiblc-cnm l l, inks to it thc entre- 

functioning of the managerial system povH,■ h rt of bis 

preneur is in a position to separate ^ thc n ! lc i, plays 

total enterprise in such a wav that I ^ u cach scction as if it 
within his whole enterprise. 1 hu. ■ according to thc share it 
were a separate entity and can app . ; W hhin ,his system 

contributes to thc success of « he * ' J rcprcsc „ts an integral 

of business calculation cach section |( is assunlc d 

entity, a hypothetical independent > • capital employed 

in thc enterprise, that .t hues r ^ that it! , dealings re- 

that it has its own expenses and a. iinpu t c d to its own conduct 

suit either in a profit or mtte" ^ ,/ the othcr sections. Thus 
of affairs as distinguished from tnc rc. 
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the entrepreneur can assign to each section's management a great deal 
of independence. The only directive he gives to a man whom he en¬ 
trusts with the management of a circumscribed job is to make as 
much profit as possible. An examination of the accounts shows how 
successful or unsuccessful the managers were in executing this direc¬ 
tive. Every manager and submanager is responsible for the working 
of his section or subsection. It is to his credit if the accounts show 
a profit, and it is to his disadvantage if they show a loss. His own in¬ 
terests impel him toward the utmost care and exertion in the con¬ 
duct of his section's affairs. If he incurs losses, he will be replaced by 
a man whom the entrepreneur expects to be more successful, or the 
whole section will be discontinued. At any rate, the manager will 
lose his job. If he succeeds in making profits, his income will be in¬ 
creased, or at least he will not be in danger of losing it. Whether or 
not a manager is entitled to a share in the profit imputed to his section 
is not important with regard to the personal interest he takes in the 
results of his section’s dealings. His welfare is at any rate closely con¬ 
nected with that of his section. 11 is task is not like that of the techni¬ 
cian, to perform a definite piece of work according to a definite pre¬ 
cept. It is to adjust—within the limited scope left to his discretion— 
the operation of his section to the stare of the market. Of course, just 
as an entrepreneur may combine in his person entrepreneurial func¬ 
tions and those of a technician, such a union of various functions can 
also occur with a manager. 

The managerial function is always subservient to the entrepre¬ 
neurial function. It can relieve the entrepreneur of a part of his minor 
duties; it can never evolve into a substitute for entrepreneurship. 
1 he fallacy to the contrary is due to the error confusing the category 
of entrepreneurship as it is defined in the imaginary construction of 
functional distribution with conditions in a living and operating mar¬ 
ket economy. I he function of the entrepreneur cannot be separated 
from the direction of the employment of factors of production for 
the accomplishment of definite tasks. The entrepreneur controls the 
factors of production; it is this control that brings him cither entre¬ 
preneurial profit or loss. 

It is possible to reward the manager by paying for his services in 
proportion to the contribution of his section to the profit earned by 
the entrepreneur. But this is of no avail. As has been pointed out, the 
manager is under any circumstances interested in the success of that 
part of the business which is entrusted to his care. But the manager 
cannot be made answerable for the losses incurred. These losses are 
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suffered by the owners of the capital employed. They cannot be 
shifted to the manager. 

Society can freely leave the care for the best possible emplo> me 
of capital goods to their owners. In embarking upon definite projects 
these owners expose their own property, wealt , an '«'M . ' 

They are even more interested in the success of that en rep-urn 
activities than is society as a whole. For society as a whole the quan 
dering of capital invested in a definite pro.ect means onK the oss o 
a small part of its total funds; for the owner it means m h r ; 
the most part the loss of his total fortune. But .f a manage 1 ‘ 
a completely free hand, things are different, e spe ■^ 
other people’s money. He secs the prospects o ,|c for 

prise from another angle than that of the man f ^ 

the losses. It is precisely when he is rewarded by a share P ^ 
that he becomes foolhardy because he docs not share in 

The illusion that management is th c totahty of entreprene.ma, 

activities and that management is a perfect su is con jj t ions of 
neurship is the outgrowth of a misinterpretation of h 

the corporations, the managers, while 

serted that thc corporation is operated > ... . no were arc 

the shareholders arc merely P ass, ' c ' The shareholders are 

concentrated in thc hands of hired c j , _ 

idle and useless; they harvest what the thc c ' apit al and 

This doctrine disregards cntircl) hich a pcrt i n cnr 

money market, thc stock and ,. b "!^ '^Redirection of corporate 
idiom simply calls thc ‘ market, pla) . ,ed bv popular anti¬ 
business. The dealings of this nanrket arc branded >R | (hc 

capitalistic bias as a hazardous gamej of corpoiate 
changes in thc prices of common and p supreme control 

bonl .r, ,h, .p P M by *.■ 'J'“E.d by d« 

of thc flow of capital. I he price on t j lc big corn- 

speculations on thc capital and capital is available for 

modity exchanges not only dec ’ d " • jt crca tcs a state of affairs 
the conduct of each corporation si ’ . • j cta ib 

to which the managers must atljusttwr op, ^|di ct <>f , )Usincss is 

Thc general direction of a c p clcctcd mandataries, the 

exercised by the stockholders an I ^ (hc n , anagcrs . In 
directors. 1 he directors appoint . ” „ cs the offices of thc 

smaller companies and sometimes eve . . , 11C „ cr sons. 

directors a/d the £ M«d 

A successful corporation is ultim. 


n 
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managers. The emergence of an omnipotent managerial class is not 
a phenomenon of the unhampered market economy. It was, on the 
contrary, an outgrowth of the interventionist policies consciously 
aiming at an elimination of the influence of the shareholders and at 
their virtual expropriation. In Germany, Italy, and Austria it was a 
preliminary step on the way toward the substitution of government 
control of business for free enterprise, as has been the case in Great 
Britain with regard to the Bank of England and the railroads. Similar 
tendencies are prevalent in the American public utilities. The marvel¬ 
ous achievements of corporate business were not a result of the activi¬ 
ties of a salaried managerial oligarchy; they were accomplished by 
people who were connected with the corporation by means of the 
ownership of a considerable part or of the greater part of its stock and 
whom part of the public scorned as promoters and profiteers. 

The entrepreneur determines alone, without any managerial inter¬ 
ference, in what lines of business to employ capital and how much 
capital to employ. I Ic determines the expansion and contraction of 
the size of the total business and its main sections. He determines the 
enterprise’s financial structure. These arc the essential decisions which 
are instrumental in the conduct of business. They always fall upon 
the entrepreneur, in corporations as well as in other types of a firm’s 
legal structure. Any assistance given to the entrepreneur in this re¬ 
gard is of ancillary character only; he takes information about the- 
past state of affairs from experts in the fields of law, statistics, and 
technology; but the final decision implying a judgment about the 
future state of the market rests with him alone. The execution of the 
details of his projects may then be entrusted to managers. 

1 he social functions of the managerial elite arc no less indispensable 
for the operation of the market economy than arc the functions of the 
elite of inventors, technologists, engineers, designers, scientists, and 
experimenters. In the ranks of the managers many of the most eminent 
men serve the cause of economic progress. Successful managers are 
remunerated by high salaries and often by a share in the enterprise’s 
gross profits. Many of them in the course of their careers become 
themselves capitalists and entrepreneurs. Nonetheless, the managerial 
function is different from the entrepreneurial function. • 

It is a serious mistake to identify entrepreneurship with manage¬ 
ment as in the popular antithesis of “management” and “labor.” This 
confusion is, of course, intentional. It is designed to obscure the fact 
that the functions of entrepreneurship are entirely different from 
those of the managers attending to the minor details of the conduct 
of business. The structure of business, the allocation of capital to the 



The Market 


3 °S 


various branches of production and firms, the size and the line of 
operation of each plant and shop arc considered as given facts and it 
is implied that no further changes will be effected with regard to 
them The only task is to go on in the old routine. In such a stationary 
world, of course, there is no need for innovators and promoters; t c 
total amount of profits is counterbalanced by the total amount « 
losses. To explode the fallacies of this doctrine it is enough to compare 
the structure of American business in 1945 with that of 1915. 

But even in a stationary world it would be nonsensical ... give 
“labor,” as a popular slogan demands, a share ,n management. I he 
realization of such a postulate would result in syndicalism. 

There is furthermore a readiness to confuse the manager ».rh a 

Bureaucratic management, as distinguished from pi "In 
menu is the method applied in the conduct of adm.n.stranvc affair, 
the result of which has no cash value on the market. 1 he successful 
performance of the duties entrusted to the care 0 a P" 4 ? 

men, is of the greatest importance for the preservation ofsocialco 
operation and benefits each member of society. ut it ia P 
the market, it cannot be bough, or sold; ,t can therefore no be on 
fronted with the expenses incurred in the endeavors *"!««£“• 
results in gains, but these gains are not reflected in profit sbblc 
expression in terms of money. The methods of economic calcuhnuj. 
and especially those of double-entry bookkeeping, arc •11^^ ^ 
to them. Success or failure of a police department s <- pr „(ir- 

be ascertained according to the arithmetical pn>ccdu.e of ^ 

seeking business. No accountant can establish uhethe <* ' I 

department or one of its subdivisions has succcct ci. pmfit- 

The amount of money to be expended in every 
seeking business is determined by the bchauor » . j it 

the automobile industry were to treble the cap “ 

would certainly improve the services it rent ers > J would 

would be more cars available. But this expansion o x Vhic*h it 

withhold capital from other branches o pr« would rentier 

could fill more urgent wants of the consumers. 
the expansion of the automobile industry 

profits in other branches of business. In their cm c ‘ allocate to 

L high.., p,. S , obt.ir.blc. i, 

each branch of business only as much c. p c .u c con _ 

without impairing the satisfaction allBinl a t ic.llv. it 

sumers. Thus the entrepreneurial actiutic 

22. Cf. below, pp. 808-816. 
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were, directed by the consumers’ wishes as they are reflected in the 
price structure of consumers’ goods. 

No such limitation is enjoined upon the allocation of funds for the 
performance of the tasks incumbent upon government activities. 
There is no doubt that the services rendered by the police depart¬ 
ment of the City of New York could be considerably improved by 
trebling the budgetary allocation. But the question is whether or not 
this improvement would be considerable enough to justify either the 
restriction of the sendees rendered by other departments—e.g., those 
of the department of sanitation—or the restriction of the private con¬ 
sumption of the taxpayers. This question cannot be answered by the 
accounts of the police department. These accounts provide informa¬ 
tion only about the expenses incurred. They cannot provide any in¬ 
formation about the results obtained, as these results cannot be ex¬ 
pressed in money equivalents. The citizens must directly determine 
the amount of services they want to get and arc ready to pay for. They 
discharge this task by electing councilmcn and officeholders who arc 
prepared to comply with their intentions. 

1 hus the mayor and the chiefs of the city’s various departments arc 
restricted by the budget. They arc not free to act upon what they 
themselves consider the most beneficial solution of the various prob¬ 
lems the citizenry has to face. They arc bound to spend the funds 
allocated for the purposes the budget has assigned them. They must 
not use them for other tasks. Auditing in the field of public adminis¬ 
tration is entirely different from that in the field of profit-seeking 
business. Its goai is to establish whether or not the funds allocated 
have been expended in strict compliance with the provisions of the 
budget. 

In profit-seeking business the discretion of the managers and sub- 
managers is restricted by considerations of profit and loss. The profit 
motive is the only directive needed to make them subservient to the 
wishes of the consumers. There is no need to restrict their discretion 
In minute instructions and rules. If they arc efficient, such meddling 
wjsh details would at best be superfluous, if not pernicious in tying 
thc,r hands - ,f lhc . v a rc inefficient, it would not render their activities 
more successful. It would only provide them with a lame excuse that 
the failure was caused by inappropriate rules. The only instruction 
required is self-understood and does not need to be especially men¬ 
tioned: Seek profit. r J 

I lungs arc dills rent in public administration, in the conduct of 
government affa.rs. In this field the discretion of the officeholders 
and the.r subaltern a.ds is not restricted by considerations of profit 
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and loss. If their supreme boss-no matter whether he ^ 'he ^vereign 
people or a sovereign despot-were to leave them a frcc han ^ hC 
would renounce his own supremacy in their favor. 1heser office" 

would become irresponsible agents, and ,he.r power Moudsupenede 
that of the people or the despot. They would do what phased them 
not what their bosses wanted them to do. To prevent th.s outcon. and 
to make them subservient to the will of thcr bosses K s ncc P. 
to give them detailed instructions regulating their conduct of affair^ 
in everv respect Then it becomes the.r duty to handle all affairs m 
strict compliance with these rules and regulations. 1 heir frec ^” 
adjust their acts to what seems to them the most appropr te so u on 

of a concrete problem is limited by these norms. The) »" S-X 
i.c., men who in every instance must observe a set of inflexible regula 

“"Bureaucratic conduct of affairs is conduct bound to com|Jy wj«h 

detailed rules and regulations fixed bv the author 

body. It is the only alternative to profit managemcn rofit mana^ 

ment is inapplicable in the pursuit of affairs w ue • 

on the market and in the non-profit conduct of h 

also be operated on a profit basis. The former is the < ** of he 

ministration of the social apparatus of coercion and tom>m‘ 

latter is the case in the conduct of an institution on “"-P 1 ™' “£‘ 

c.g., a school, a hospital, or a postal system. Whence th op rat on 

of a system is not directed by the profit motive, it must be directed 

b> i=^ct of affairs is. as such, not an evil. It is th^onlv 
appropriate method of g^rnment is necessary. 

calculation is unfeasible, bureaucratic methods are indispensable. 

socialist government must apply ,hem “ ," k '' can ever become 
No business, whatever its size or specific task , profu 

bureaucratic so long as it is entirely and so c ) <>| f r ■ 

b„i, Bu, .. soon of I. 

what is called the service principle i.c., P » f . 

without regard as to whether or not the prices to > • 

cover the expenses-it must adopt bureaucratic methods for those 

entrepreneurial management.-' 

For a detailed treatment of the problems involved, cf. Mises, Bunncracy 
(New Haven, 1944)* 
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,u. The Selective Process 

The selective process of the market is actuated by the composite 
effort of all members of the market economy. Driven by the urge 
to remove his own uneasiness as much as possible, each individual is 
intent, on the one hand, upon attaining that position in which he can 
contribute most to the best satisfaction of everyone else and, on the 
other hand, upon taking best advantage of the services ofFered by 
everyone else. This means that he tries to sell on the dearest market 
and to buy on the cheapest market. The resultant of these endeavors 
is not only the price structure but no less the social structure, the 
assignment of definite tasks to the various individuals. The market 
makes people rich or poor, determines who shall run the big plants 
and who shall scrub the floors, Axes how many people shall work 
in the copper mines and how many in the symphony orchestras. None 
of these decisions is made once and for all; they are revocable every 
day. The selective process never stops. It goes on adjusting the social 
apparatus of production to the changes in demand and supply. It 
reviews again and again its previous decisions and forces everybody 

to submit to a new examination of his case. There is no security and 

/ • 

no such thing as a right to preserve any position acquired in the past. 
Nobody is exempt from the law of the market, the consumers’ sover¬ 
eignty. 

Ownership of the means of production is not a privilege, but a 
social liability. Capitalists and landowners arc compelled to employ 
their property for the best possible satisfaction of the consumers. 
If they arc slow and inept in the performance of their duties, they 
are penalized bv losses. If they do not learn the lesson and do not re¬ 
form their conduct of affairs, they lose their wealth. No investment 
is safe forever. He who docs not use his property in serving the con¬ 
sumers in the most efficient way is doomed to failure. There is no 
room left for people who would like to enjoy their fortunes in idle¬ 
ness and thoughtlessness. I he proprietor must aim to invest his funds 
in such a way that principal and yield are at least not impaired. 

In the ages of caste privileges and trade barriers there were revenues 
not dependent on the market. Princes and lords lived at the expense 
of the humble slaves and serfs who owed them tithes, statute labor, 
and tributes. Ownership of land could only be acquired cither by 
conquest or by largesse on the part of a conqueror. It could be for¬ 
feited only by recantation on the parr of the donor or by conquest on 
the part of another conqueror. Even later, when the lords and their 

liegemen began to sell their surpluses on the market, they could not 
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be ousted by the competition of more efficient people. Competition 
was free only within very narrow limits. The acquisition of manorial 
estates was reserved to the nobility, that of urban real property to the 
citizens of the township, that of farm land to the peasants. Competi¬ 
tion in the arts and crafts was restricted by the guilds. 1 he consumers 
were not in a position to satisfy their wants in the cheapest u n>. as 
price control made underbidding impossible to the sellers. I he buyers 
were at the mercy of their purveyors. If the privileged producers re¬ 
fused to resort to the employment of the most adequate raw matenals 
and of the most efficient methods of processing, the consumers were 
forced to endure the consequences of such stubbornness and consen - 


atism. . . , a f • 

The landowner who lives in perfect sclf-sufhcicncv from the funr 
of his own farming is independent of the market. But the inode 
farmer who buys equipment, fertilizers, seed, labor, and other facto.x 
of production and sells agricultural products is subject to i ic aw 
the market. His income depends on the consumers and he must ad¬ 
just his operations to their wishes. 

The selective function of the market works also with regard to 
labor. The worker is attracted by that kind of yurk m ^ ' K , C ' % 
expect to cam most. As is the case with material factors o P r ° ut 
tion, the factor labor too is allocated to those employments m which 
it best serves the consumers. There prevails the tendency not to waste 
any quantity of labor for the satisfaction of less urgent demand i 
more urgent demand is still unsatisfied. Like all othci strata ° s<>t,c • ’ 
the worker is subject to the supremacy of the consumers. \c k 

obeys, he is penalized bv a cut in income. 

The selection of the market docs not establish social orders, c.i c . 
or classes in the Marxian sense. Nor do the entrepreneurs and pro- 
moters form an integrated social class, bach indi\ u ua is rcc 
conic a promoter if he relics upon bis own ability to antiupa c 
market conditions better than his fellow citizens an i us . P 
to act at his own peril and on his own responsibility arc approved b) 
the consumers. One enters the ranks of the preunoters by aggress.xel> 
pushing forward and thus submitting to the trial to w uc \t\ci . 
subjects, without respect for persons, everybody who wants to be¬ 
come a promoter or to remain in this eminent position. vc > > 
has the opportunity to take his chance. A new comer ocs not nee 
to wait for an invitation or encouragement from anyone. He must 
leap forward on his own account and must himself know how to 

provide the means needed. ... 

It has been contended again and again that under the conditions 
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of “late” or “mature” capitalism it is no longer possible for penniless 
people to climb the ladder to wealth and entrepreneurial position. 
No attempt has ever been made to prove this thesis. Since it was first 
advanced, the composition of the entrepreneurial and capitalist groups 
has changed considerably. A great part of the former entrepreneurs 
and their heirs have been eliminated and other people, newcomers, 
have taken their places. It is, of course, true that in the last years insti¬ 
tutions have been purposely developed which, if not abolished very 
soon, will make the functioning of the market in every regard im¬ 
possible. 

The point of view from which the consumers choose the captains 
of industry and business is exclusively their qualification to adjust 
production to the needs of the consumers. They do not bother about 
other features and merits. They want a shoe manufacturer to fabri¬ 
cate good and cheap shoes. They arc not intent upon entrusting the 
conduct of the shoe trade to handsome amiable boys, to people of 
good drawing-room manners, of artistic gifts, of scholarly habits, or 
of any other virtues or talents. A proficient businessman may often 
be deficient in many accomplishments which contribute to the success 
of a man in other spheres of life. 

It is quite common nowadays to deprecate the capitalists and entre¬ 
preneurs. A man is prone to sneer at those who arc more prosperous 
than himself. These people, he contends, arc richer only because they 
are less scrupulous than he. If he were not restrained by due con¬ 
sideration for the laws of morality and decency, he would be no less 
successful than thev arc. Thus men glory in the aureole of self- 
complacency and Pharisaic self-righteousness. 

Now it is true that under the conditions brought about by inter¬ 
ventionism many people can acquire wealth by graft and bribery. In 
many countries interventionism has so undermined the supremacy 
ol the market that it is more advantageous for a businessman to rely 
upon the ai.d of those in political office than upon the best satisfaction 
of the needs of the consumers. But it is not this that the popular critics 
of oilier people's wealth have in mind. They contend that the methods 
by which wealth is acquired in a pure market society arc objection¬ 
able from the ethical point of view. 

Against such statements it is necessary to emphasize that, so far 
as the operation of the market is not sabotaged by the interference of 
governments and other factors of coercion, success in business is the 
proof of services rendered to the consumers. The poor man need not 
be inferior to the prosperous businessman in other regards; he may 
sometimes be outstanding in scientific, literary, and artistic achieve- 
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ments or in civic leadership. But in the social system of production 
he is inferior. The creative genius may be right in his d,sda ' n 

commercial success; it may be true that he would have been pro per- 
ous in business if he had not preferred other things. But the cle ks 
and workers who boast of their moral superiority deceive thc. e e 
and find consolation in this self-deception. They do not admit that 
they have been tried and found wanting by their fellow citizens, the 

T“n asserted that the poor man's failure in the competition 
of the market is caused by his lack of education. Fqual.^ofoppor¬ 
tunity, it is said, could be provided only by making education at c 
level accessible to all. There prevails today the tendency to reduce 
all differences among various peoples to their education and to dcn> 
the existence of inborn inequalities in intellect, \m p » 
acter. It is not generally realized that education can never be: more 
than indoctrination with theories and ideas alrcad) c\ c p * 
tion, whatever benefits it may confer, is transmission of trad.tiona 
doctrines and valuations; it is by necessity conservative I * • 
imitation and routine, not improvement and 
and creative geniuses cannot be reared in schools. k\ . 1 

the men who defy what the school has taught them. 

In order to succeed in business a man does not need rdcgjcc from 
a school of business administration. 1 hese schoo s train * 

for routine jobs. They certainly do not train entrepreneur .^ An entre^ 
prcncur cannot be trained. A man becomes an entrepr • j 

an opportunity and filling the gap. No special ci ucatioi .) f 
for such a display of keen judgment, foresight, an enc D > • ^ 

successful businessmen were often uneducated " hen mtas • | 

scholastic standards of the teaching profession, ut ' c . t 

to their social function of adjusting production to 1 K 1 , 

demand. Because of these merits the consumers chose them for 

business leadership. 

12. The Individual and the Market 

It is customary to speak metaphorically of the automatic and1 ai 

ymous forces actuating the “mechanism of the mar . 
ing such metaphors people are ready to disregard heTact that the 
only factors directing the market and the deterni.nat.on of prices 
arc purposive acts of men. There is no automatism, t it ^ 

men consciously and deliberately aiming at ends c tosen. • 

no mysterious mechanical forces; there is only the human \ 
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move uneasiness. There is no anonymity; there is I and you and Bill 
and Joe and all the rest. And each of us is both a producer and a con¬ 
sumer. 

The market is a social body; it is the foremost social body. The 
market phenomena are social phenomena. They are the resultant of 
each individual’s active contribution. But they are different from 
each such contribution. They appear to the individual as something 
given which he himself cannot alter. He docs not always see that he 
himself is a part, although a small part, of the complex of elements 
determining each momentary state of the market. Because he fails 
to realize this fact he feels himself free, in criticizing the market 
phenomena, to condemn with regard to his fellow men a mode of 
conduct which he considers as quite right with regard to himself. 
He blames the market for its callousness and disregard of persons 
and asks for social control of the market in order to “humanize’* it. 
He asks on the one hand for measures to protect the consumer against 
the producers. But on the other hand he insists even more passionately 
upon the necessity of protecting himself as a producer against the 
consumers. The outcome of these contradictory demands is the 
modern methods of government interference whose most outstand¬ 
ing examples were the So/ialpolitik of imperial Germany and the 
American New Deal. 

It is an old fallacy that it is a legitimate task of civil government to 
protect the less efficient producer against the competition of the 
more efficient. One asks for a “producers’ policy” as distinct from 
a “consumers’ policy.” While flamboyantly repeating the truism that 
the only aim of production is to provide ample supplies for con¬ 
sumption. people emphasize with no less eloquence that the “indus¬ 
trious producer should be protected against the “idle” consumer. 

However, producers and consumers are identical. Production and 
consumption are different stages in acting. Catallactics embodies these 
differences in speaking of producers and consumers. But in reality 
tlK-y are the same people. It is, of course, possible to protect a less 
efficient producer against the competition of more efficient fellows. 
Such a privilege conveys to the privileged the benefits w hich the 
unhampered market provides only to those who succeed in best 
filling the wants of the consumers. But it necessarily impairs the 
satisfaction of the consumers. If only one producer or a small group 
is privileged, the beneficiaries enjoy an advantage at the expense of 
the rest of the people. But if all producers arc privileged to the same 
extent, everybody loses in his capacity as consumed as much as he 
gams in his capacity as a producer. Moreover, all are injured because 
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the supply of products drops if the most efficient men are prevented 
from employing their skill in that field in which they could render 

the best services to the consumers. 

If a consumer believes that it is expedient or right to pay a higher 
price for domestic cereals than for cereals imported from abroad, or 
for manufactures processed in plants operated by small business or 
employing unionized workers than for those of another provenance 
he is free to do so. He would only have to satisfy himself tha the 
commodity offered for sale meets the conditions upon uhich he 
makes the allowance of a higher price depend. Laws which forbid 
counterfeiting of labels of origin and trade-marks would succeed 
in attaining the ends aimed at by tariffs, labor legislation and privi¬ 
leges granted to small business. But it is beyond doubt that the con¬ 
sumers are not prepared to act in this sc ay. 1 he fact t at a commo. 1 

is marked as imported docs not impair its salability 1 l( IS ,c c 

cheaper, or both. As a rule the buyers want to buy as cheaply as pos¬ 
sible without regard for the origin of the article or some particular 

characteristics of the producers. . 

The psychological root of the producers' policy as practiced t - 
day in all parts of the world is to be seen in spurious economic doc¬ 
trines. These doctrines flatly deny that the privileges granted to less 
efficient producers burden the consumer. 1 heir a \ ocatcs c . 
that such measures arc prejudicial only to those against u ' . 

discriminate. When, pressed further, they arc orcc to a • 

the consumers arc damaged too, they maintain that t c oss 
consumers are more than compensated by an increase in t ici . 

income which the measures in question arc bound to ring a > • 

Thus in the predominantly industrial countries of Kviropc ■ t 
protectionists were first eager to declare that the tnrif on n g r ‘ ‘ 
products hurts exclusively the interests of the farmers o t \c P 
nantly agricultural countries and of the grain dealers, t is • 
these exporting interests arc damaged too. But it is no css * 
that the consumers of the country that adopts the tariff policy a.c 
• losing with them. They must pay higher prices or t icir • 

course, the protectionist retorts, that this is not a >ur cn. « 

argues, the additional amount that the domestic consumer p> s in¬ 
creases the farmers’ income and their purchasing power, . 
spend the whole surplus in buying more of the products manufactu 
by the nonagricultural strata of the population. 1 us para ogism • 
easily be exploded by referring to the well-known ancct o c 
man who asks an innkeeper for a gift of ten dollars; it wi no 
him anything because the beggar promises to spend the w o c ai 
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in his inn. But for all that, the protectionist fallacy got hold of 
public opinion, and this alone explains the popularity of the measures 
inspired by it. .Many people simply do not realize that the only effect 
of protection is to divert production from those places in which it 
could produce more per unit of capital and labor expended to places 
in w Inch it produces less. It makes people poorer, not more prosperous. 

1 he ultimate foundation of modern protectionism and of the striv¬ 
ing for economic autarky of each country is to be found in this 
mistaken belief that they arc the best means to make every citizen, 
or at least the immense majority of them, richer. The term riches 
means in this connection an increase in the individual’s real income 
and an improvement in his standard of living. It is true that the 
policy ol national economic insulation is a necessary corollary of the 
endeavors to interfere with domestic business, and that it is an out¬ 
come of warlike tendencies as well as one of the factors producing 
these tendencies. But the fact remains that it would never have been 
possible to sell the idea of protection to the voters if one had not been 
able to convince them that protection not only docs not impair their 
standard of living but raises it considerably. 

b h important to emphasize this fact because it utterly explodes 
a myth propagated by many popular books. According to these 
myths, contemporary man is no longer motivated by the desire to 
iinpr. vc lus material well-being and to raise his standard of living. 

;, ^ crt,nns “ Mhc economists to the contrary are mistaken. Modern 
man givo priority to "noneconomic” or “irrational” things and is 
t " ,ori >7 betterment whenever its attainment stands 

1 ‘ u , u '> 7 lhusc ,1,cal ccmccrns. It is a serious blunder, common 
" H,s, v v ,,h ““"“mists and businessmen, to interpret the events of 
•rn :m “economic” point of view and to criticize current 

N 7 ,h ,hc economic fallacies implied. 

I t-.ple ong tor other flung, more than for a good life. Y 

r is ha, My to misconstrue the history of our age more 

, °‘ l '; n,l, "!’" r =:« ‘•riven by a fanatical /cal to get more 

.inanities ami by an unrestrained appetite to enjoy life. A character- 

'T' P» , u , "M , cn. , n o. our day is the pressure croup, an alliance 

of people eager to ... thc.r own material well-being by the 

employment of all means, legal or illegal, peaceful or violent For 
the pressure group nothing matters but the increase of its members’ 
real income. It .s not concerned with any other aspects of life It 
does not bother whether or not the realization of its program hurts 
the vital interests of other men. of their own nation or country and 


of the whole of mankind. But, of course, ev¬ 


ery pressure group is 
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anxious to justify its demands as beneficial to the generate 
fare and to stigmatize its critics as ab,ect ^oundreK d ots and 
tors. In the pursuit of its plans it displays a ciuas.-rcl.g.ous 

Without exception all political parties cct ^envecn 

a higher real income. There is no tl)C supp orters of a 

nationalists and internationalists and bet' cc H 

market economy and the advocates of £ ^<££ 0 . 

tionism. If a party asks its supportcrs to maU ^ mcans 

it always explains these sacnfices as t jmprovc „.cnt of the 

for the attainment of the ultimate g . P. onsidcrs it ;1S an 

material well-being of its member. - P ( ,- f somcbo jy ventures 
insidious plot against its prestige and c ^ ' members 

to question the capacity of its pro|ccts • Z hatred the 

more prosperous. Each party regards ««h a beams 
economists embarking upon such a critique. ( ground 

All varieties of the producers’ policy are ad oc ? tcdon « 

of their alleged ability to raise the parts mem > '• pressure 

Protectionism and economic self-sufficiency. labor union pres 

and compulsion, labor legislation. "J'^'rmakwhifts arc always rec- 
ing, credit expansion, subsidies, and of the only means 

ommended by their advocates as the i votcs ,|, cv canvass, 

to increase the real income of the pcop e > • , )ly u .|| s |,; s voters: 

Every contemporary statesman or polmei • it „ |,ilc 

My program will make you as affluent as conditions maM’ 1 

my adversaries’ program svill bring > <>>• " 'tit ai c ; t jreles 

It is true that some secluded mtellectuakm ctcriM , 

talk differently. They proclaim the prior . , solu j 

absolute values and feign in their dc *l“"'^'transitorv. Hut the public- 
conduct—a disdain of things secular t _ daV political action 

ignores such utterances. The main goal | K'crships the high- 

is to secure for the respective pressure g>° 1 succeed is to 

est material well-being. The only way for a lc d« to « cc 
instill in people the conviction that his program best senes 

ment of this goal. , _ nl5r : cs i s their faultv cco- 

What is wrong with the producers politic 

nomics. .. . ■ rrndencY to ex- 

If one is prepared to indulge in the as no ^ ^ p SV chopathol- 

plain human things by resorting to * in contrasting a 

ogy, one might be tempted to say tha fa „ cn victinl a kind 

producers’policy with a consumers pil. >n um )j v jded and in- 

of schizophrenia. He fails to realize th ^ ^ a consU mer than 

divisible person, i.e., an individual, and as 
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a producer. The unity of his consciousness is split into two parts; 
his mind is inwardly divided against himself. But it matters little 
whether or not we adopt this mode of describing the fact that the 
economic doctrine resulting in these policies is faulty. We are not 
concerned with the pathological source from which an error may 
stem, but with the error as such and with its logical roots. The un¬ 
masking of the error bv means of ratiocination is the primary fact. 
If a statement were not exposed as logically erroneous, psychopathol¬ 
ogy would not be in a position to qualify the state of mind from which 
it stems as pathological. If a man imagines himself to be the king of 
Siam, the first thing which the psychiatrist has to establish is whether 
or not he really is w hat he believes himself to be. Only if this ques¬ 
tion is answered in the negative can the man be considered insane. 

It is true that most of our contemporaries are committed to a fal¬ 
lacious interpretation of the producer-consumer nexus. In buying 

they behave as if they were connected with the market only as buyers, 

• • 0 • 

and vice versa in selling. As buyers they advocate stern measures to 
protect them against the sellers, and as sellers they advocate no less 
harsh measures against the buyers. But this antisocial conduct which 
shakes the very foundations of social cooperation is not an outgrowth 
of a pathological state of mind. It is the outcome of a narrow-minded¬ 
ness which fails to conceive the operation of the market economy 
and to anticipate the ultimate effects of one's own actions. 

It is permissible to contend that the immense majority of our con¬ 
tempt a; its are mentally and intellectually not adjusted to life in the 
market societx although they themselves and their fathers have un- 
w ittingly created this society by their actions. But this maladjustment 
consists m nothing else than in the failure to recognize erroneous 
doct l ines as such. 


i *. Business Propaganda 

1 he consumer is not omniscient. I le docs not know where he can 
obtain at the cheapest price w hat he is looking for. Very often he does 
not even know what kind of commodity or service is suitable to 
remove most efficaciously the particular uneasiness he wants to re¬ 
move. At best he is familiar with the market conditions of the im¬ 
mediate past ami arranges his plans on the basis of this information, 
lo convey to him information about the actual state of the market 
is the task of business propaganda. 

Business propaganda must he obtrusive and blatant. It is its aim 
to attract the attention of slow people, to rouse latent wishes, to 
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entice men to substitute innovation for inert clinging to traditional 
routine. In order to succeed, advertising must be ad,usted to the 
mentality of the people courted. It must suit their_tasto an^jf ^ 
their idiom. Advertising is shrill, noisy, coarse, puffi g- f , 

the appraisal of business propaganda. . 1 S 

ods of business propaganda are condemned as one ofthe most^^ 

rageous outgrowths of unlimited competitio . I public 

i-SKis.*. i 5t=~S£ 

income according to their own^ i* about the 
impossible for them to learn as much consider as 

state of the market and the condition’ They would no 

relevant in choosing what to buy an • of thc op jnion which 

longer be in a position to decide . aooraisal of his 

they themselves havefomted about th^ seller of 

products; they would be for "^ hcsc mcntors would save them 
other people. It is not unlikcl) th. would be under thc 

some mistakes. But the individual consumers -ouM be ^ 

tutelage of guardians. If advertising « abollt thc case 

arc by and large in thc position of » ) > dircct , v a „ othcr means of 
by hearing the witnesses and exam g ^ ition of a jury 

result of his own examination of 

't's a widespread fallacy 'them to IZ 

“high-pressure” advertising. If this advcrtisl , on | y . However, 
business would depend on thc mod i' Q SUC ceedcd 

nobody believes that any kind of a. the electric bulb, 
in making the candle-makers thc 

the horsedrivers against the motorcars th g J adn.its this 
steel pen and later against thc fountain pen. But 
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implies that the quality of the commodity advertised is instrumental 
in bringing about the success of an advertising campaign. Then there 
is no reason to maintain that advertising is a method of cheating the 
gullible public. 

It is certainly possible for an advertiser to induce a man to try an 
article which he would not have bought if he had known its qualities 
beforehand. Bur as long as advertising is free to all competing firms, 
the article which is better from the point of view of the consumers' 
appetites will finally outstrip the less appropriate article, whatever 
methods of advertising may be applied. The tricks and artifices of 
advertising arc available to the seller of the better product no less 
than to the seller of the poorer product. But only the former enjoys 
the advantage derived from the better quality of his product. 

The effects of advertising of commodities arc determined by the 
fact that as a rule the buyer is in a position to form a correct opinion 
about the usefulness of an article bought. The housewife who has 
tried a particular brand of soap or canned food learns from experience 
whether it is good for her to buy and consume that product in the 
future too. I hereforc advertising pays the advertiser only if the 
examination of the first sample bought docs not result in the con¬ 
sumers refusal to buy more of it. It is agreed among businessmen that 
it docs not pay to advertise products other than good ones. 

I ntircly different are conditions in those fields in which experience 
cannot teach us anything. Ti c statements of religious, metaphysical, 
and political propaganda can r.o neither verified "nor falsified by ex¬ 
perience. \\ ith regard to the life beyond and the absolute, any ex¬ 
perience is denied to men living m * t hj s world. In political matters 
experience is always the experience of complex phenomena which is 
..pen to different interpretations; the only yardstick which can be 
applied to political doctrines is aprioristic reasoning. Thus political 
propaganda and business propaganda arc essentially different things, 
although they often resort to the same technical methods. 

I here are many evils for which contemporary technology and 
therapeutics have no remedy. There are incurable*diseases and there 
are irreparable personal defects. It is a sad fact that some people try 
to exploit their fellow mens plight by offering them patent medicines. 
Such quackcr.es do not make old people young and ugly girls pretty. 

I hey only raise hopes. I, would not impair the operation of the mar¬ 
ket it the authorities were to prevent such advertising, the truth of 
w Inch cannot be evidenced by the methods of the experimental 
natural sciences. But w hoevc r is ready to grant to the government this 
power would be inconsistent if he objected to the demand to submit 
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the statements of churches and sects to the same e\ 3 mination. F 
dom is indivisible. As soon as one starts to restrict it, o P 

a decline on which it is difficult to stop. If one assigns to the govern^ 
ment the task of making truth prevail in the a ® af P cr truth 

and tooth paste, one cannot contest it the rig J 

in the more important matters of religion, philosophy and social 

Tlufidea that business propaganda can force ' h . C .^"^"' C ”n° n cvcr 
mit to the will of the advertisers is spurious. . ' =’ . offered 

succeed in supplanting better or cheaper goo s a\a 

incurred by advertising »re. tarn 

the advertiser, a part of the total bil! of pro uction^c ^ ^ thc 

man expends money for advertising if and .. • • l j | n x \ y \ s 

increase in sales resulting will increase the total net procccds. In 

regard there is no difference between the ^S^ish 

all other costs of production. An attempt ^ . (j ducti , m 

between production costs and sales costs. . increase in sales 

costs, it has been said, increases supply. " c * ^|‘- s j s a m is- 

costs (advertising costs included) increases ^ ^ intC ntion of in¬ 
take. All costs of production are expended loVS a better 

creasing demand. If thc manufacturer of o J. ^ P^ w#> . as hc 
raw material, hc aims at an increase in at stores more 

docs in making thc wrappings more attiacmc . icrc asin<* pro- 

inviting and in spending more for ^^liTalwavs ,o increase de¬ 
duction costs per unit of the product thc , hc nulst increase 

mand. If a businessman wants to increase PI j prodvic- 

the total cost of production, which often results ,n lowering , 

tion costs per unit. 


14 The “Volkswirtschaft” 

The market economy as such dom no, rmp.c. !»*»=- "°* k * 

Its field is the world. , . .. t | lc German cham- 

Thc term Volkswirtschaft was long a| | t j, c British 

pions of government omnipotence:•«">■ ,, ’“ t cc „ nol „ v ” and “I'eco- 
and the French begin to speak of the .i,l r nations. But 

nomie fravfaisc" as distinct from the cc ""“' c r(lducc d an equivalent 
neither the English nor thc French la b g P towar d national 

of the term Volkswirtschaft. With the modern 

, .1 M _ ttnlittic Competition (Cambridge, 
24- Cf. Chamberlin. The Theory of Monopol 

Mass., 1935), pp. 123 ff. 
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planning and national autarky, the doctrine involved in this German 
word became popular everywhere. Nonetheless, only the German 
language is able to express in one word all the ideas implied. 

I he Yolkswirtschaft is a sovereign nations total complex of eco¬ 
nomic activities directed and controlled by the government. It is 
socialism realized within the political frontiers of each nation. In 
employing this term people are fully aware of the fact that real condi¬ 
tions differ from the state of affairs which they deem the only ade¬ 
quate and desirable state. Hut they judge everything that happens in 
the market economy from the point of view of their ideal. They as¬ 
sume that there is an irreconcilable conflict between the interests of 
the Volkswirtschaft and those of the selfish individuals eager to seek 
profit. I hey do not hesitate to assign priority to the interests of the 
\ olkswirtschaft over those of the individuals. The righteous citizen 
should always place the volkswirtschaftlichc interests above his own 
sclhsh interests. I Ic should act of his own accord as if he were an 
officer of the government executing its orders. Gemcinnutz vein vor 
r-.ificit/wiz (the welfare of the nation takes precedence over the 
selfishness of the individuals) was the fundamental principle of Nazi 
economic management. But as people arc too dull and too vicious to 
comply with this rule, it is the task of government to enforce it. The 

moZlTT i > i ', hC SC ',? ntCC " th and ei S hrccn th ccnturv, foremost 
P sf, 1 ", ,0hCnl ; 0llcr L n Klcctors of Brandenburg and Kings of 

I russia. "ire fully ecpia to this task. In the nineteenth century, even 

I c wcHn’i I ‘ Kl rT CS im P° rtcd fronl the West superseded 
ever a, r l " "T! ° f " a,i<> » ali ”» ™d socialism. How- 

restored Zn M,tCCSSOrS Sozialpoli.ik and finally Nazism 

no.' ''nlv'n, 0 ',? *en as implacably opposed 

V II " ,, 1 / ,nd,V,d,,als - but those of the 

a YU " 'f" i any T lpn nU ""’- Thc "’«« desirable state of 
it-i * i i . f ^«mplctc economic self-sufficiency * nation 

illdworincioleslrl’ 0 V " l . k#wirbchrft * «'«e most radical denial of 
■111 thc principles of the market economy. It was this idea that euided 

more or less, the econonuc policies of all nations in the last decadet 
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It was the pursuit of this idea that brought about the terrific wars ..I 
our century and will probably kindle still more pernicious w ars in 
the future. 

From the early beginnings of human history the two opposite 
principles of the market economy and of the Volkswirtschaft tmight 
each other. Government, i.c., a social apparatus of coercion and com¬ 
pulsion, is a necessary requisite of peaceful cooperation. I he market 
economy cannot do without a police power safeguarding its smooth 
functioning by the threat or the application of violence against peace- 
breakers. But the indispensable administrators and their armed satel¬ 
lites are always tempted to use their arms for the establishment of 
their own totalitarian rule. For ambitious kings and generalissimos 
the very existence of a sphere of individuals' lives not subject to icgi- 
mentation is a challenge. Princes, governors, and generals are nexei 
spontaneously liberal. They become liberal only when forced to In 


the citizens. , . • 

The problems raised by the plans of the socialists and the inte. xcn- 
tionists will be dealt with in later parts of this book. Here \xc luxe 
only to answer the question of whether or not any o t ic essen u 
features of the Volkswirtschaft arc compatible- with the ma.ke 
economy. For the champions of the idea of the o sU ,rrsc w 1 " 
not consider their scheme merely as a pattern for the establishment 
a future social order. They declare emphatically that cxen unde, c 
system of the market economy, which, or course, in t Kir C > CN ' * 
debased and vicious product of policies contrary to nim.in n• ^ 

the Volkswirtschaften of the various nations arc integrated t r • 
whose interests are irreconcilably opposed to those of all otluna¬ 
tion,’ Volkswirtschaften. What separates one \ o!ksw irtschaft fr 
all the others is not, as the economists would have us beliesc, mere 
political institutions. It is not the trade and migration >ams ' • 
tablishcd by government interference with business and be •- 
ferences in legislation and in the protection granted to the mdn idi.a 
by the courts and tribunals that bring about the distinction lien* cei 
domestic trade and foreign trade. I his diversity is, on nc con . . 

the necessary outcome of the very nature of things, of an .next, .cable 
factor; it cannot be removed by any ideology and produces «« effects 
whether the laws and the administrators and judges arc prcparci 
take notice of it or not. The Volkswirtschaft is a nature-given reality. 
while the world-embracing ecumenic society of men, t k- x\ or ct o 
oniy ( Weltwirtschaft ), is only an imaginary phantom of a spuno ' 
doctrine, a plan devised for the destruction of civilization. 

The truth is that individuals in their acting, in their capacity as 
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producers and consumers, as sellers and buyers, do not make any 
distinction as between the domestic market and the foreign market. 
They make a distinction as between local trade and trading with more 
distant places as far as the costs of transportation play a role. If gov¬ 
ernment interference, such as tariffs, render international transactions 
more expensive, they take this fact into account in the same way in 
which they pay regard to shipping costs. A tariff on caviar has no 
effect other than would a rise in the cost of transportation. A rigid 
prohibition of the importation of caviar produces a state of affairs 
no different from that which w ould prevail if caviar could not stand 
shipping without an essential deterioration in its quality. 

I here has never been in the history of the West such a thing as 
regional or national autarky. There was, as w e may admit, a period in 
w hich the division of labor did not go beyond the members of a family 
household. There was autarky of families and tribes w hich did not 
practice interpersonal exchange. Hut as soon as interpersonal exchange 
emerged, it crossed the boundaries of the political communities. 
Harter between the inhabitants of regions more remote from one an¬ 
other, between the members ot various tribes, villages, and political 
communities preceded the practice of barter between neighbors. 
W hat people wanted first to acquire by barter and trade were things 
they could not produce themselves our of their own resources. Salt, 
other minerals and metals the deposits of w hich arc unequally distrib¬ 
uted o\ er the earth s surface, cereals w hich one could not grow on the 
domestic soil, and artifacts w Inch only the inhabitants of some regions 
were able to manufacture, were the first objects of trade. Trade 
started as foreign trade. Only later did domestic exchange develop 
between neighbors. I he first holes that opened the closed household 
economy to interpersonal exchange were made by the products of 
distant regions. No consumer eared on his own account whether the 
salt and the metals he bought were of •‘domestic" or of “foreign” 
provenance. It ir had been otherwise, the governments would not 
have had any reason to interfere by means of tariffs and other barriers 


to foreign trade. 
Hut even if a u 


isur even it a government succeeds in making the barriers separating 
Its domestic market from foreign markets insurmountable and thus 
establishes perfect national autarky, ir docs not create a Volkswirt- 
schaft. A market economy v, hid, is perfectly autarkic remains for 
all that a market economy; n forms a closed and isolated catallactic 
system The fact that its citizens miss the advantages which they could 
derive from the international division of labor is simply a datum of 
their economic conditions. Only if such an isolated country goes out- 
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right socialist, does it convert its market economy into a Volkswirt- 

SC Fa f scin.ted by the propaganda of Neo-Mercantilism people apply 
idioms which are in l£L to the principles take as gmd n 

in the East Indies, and in the colon.es ours. But . a man. d.d 
just want to make a show of his P«no««»l J^Tpn,ducts 

people, he was not prepared to pa> hgp Evcn if he 

of his “own" plants than for those ole , ocattd withi „ 

had behaved in this way, the designa JP bc adequate, 

the political boundaries of h.s nation«j. iona | ij!at i 0 n, call coal- 

In what sense could a Londoner, bef • %% • an j t | lc)SC 

mines located in England which he di noi :ow 1 ' • j j - C oal or 

a ^ <1.=chote ..r itKM-s "» 

Volkswirtschaft emerge as a real entity. 
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The Pricing Process 

I s an occasional act of barter in which men who ordinarily do not 
resort to trading with other people exchange goods ordinarily not 
negotiated, the ratio of exchange is determined only w ithin broad 
margins. Catallactics, the theory of exchange ratios and prices, can¬ 
not determine at what point within these margins the concrete ratio 
w ill be established. All that it can assert with regard to such exchanges 
is that they can be effected only if each party values w hat he re¬ 
ceives more highly than what he gives away. 

I he recurrence of individual acts of exchange generates the mar¬ 
ket step by step with the evolution of the division of labor within 
a society based on private property. As it becomes a rule to produce 
lor other people s consumption, the members of socicrv must sell and 
buy. I he multiplication of the acts of exchange and the increase in 
the number of people offering or asking for the same commodities 
narrow the margins between the valuations of the parties. Indirect 
exchange and its perfection through the use of money divide the 
transactions into two different parts: sale and purchase. W hat in the 
eves of one part\ is a sale, is for the other partv a purchase. The 
divisibility of money, unlimited for all practical purposes, makes it 
possible to determine the exchange ratios w ith nicctv. The exchange 
i.u...s are now as a rule money prices. They are determined between 
extremely narrow margins the valuations on the one hand of the 
marginal buv er and those of the marginal offerer w ho abstains from 
selling, and the valuations on the other hand of the marginal seller 
and those of the marginal potential buver who abstains from buy¬ 
ing. 

I he concatenation «.? the market is an outcome of the activities of 
entrepreneurs, promotes, speculators, and dealers in futures and in 
arbitrage. Ir has been asserted that catallactics is based on the assump¬ 
tion-contrary to real,tv that alt parties arc provided w ith perfect 
knowledge concerning the ma-ket data and arc therefore in a posi- 

■i tiie most favorable opportunities for 


turn to take best advantage 
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aar.’ssii 

developing their theories. ^ J h " S a n assumption in 

fact that they themselves did not resort to 

their own treatment of prices. . jn a position to 

In an economic system in which c \ eT > . samc deerec of 

recognize correctly the market situation jn (he data'would 

insight, the hTimpo^hle to imagine such uniformity 

in the correct cognition and appraisal of diangc^n except ^ 

the intercession of superhuman agencies.U e lhe 

that every man is approached jdvisinu him how to adjust 

change in data which has occur . . ■ Certainly 

his own conduct in the most adeci'iatc ' - pcop | c w ho are to 

the market that catallactics deals with S hi « i « !*£ evm jf thcy 

different degrees aware of the c langcs fhc operation of 

have the same information, appraise data ar first per- 

the market reflects the fact draw different 

ceived only by a few people £ The nu)rc enterprising and 
conclusions in appraising their follow | atcr . The shrewder 

brighter individuals take the lea corrcct i v than the less in- 

individuals appreciate conduit jn thcir actio ns. Economists 

telligent and therefore succeed I innate and 

acquired inequality of men d.ffcrcnt.atcs 

conditions of their environment. provided neither by 

The driving force of the market {^means oTproduction-land. 
the consumers nor by the °« nets “ oting an d speculating entre- 
capital goods, and labor—but b\ P - . I taking advantage 

p,L»,l These .« people JU.igh,?d 

of differences in prices QmcWerof <)f profit . They buy 

than other men, they look aro j t | lcv SC U where and 

where and when they deem P^ cs appr oach the owner* of the 
when they deem prices too high. 1 »' prices of these 

factors of production, and their anticipation of the 

factors up to the limit ^ consumers, and 

future prices of the products. 1 • PP^, ods down to the 

their competition forces price. Profit-seeking specula- 

point at which the whole supply can be sold. Pro B 
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tion is the driving force of the market as it is the driving force of 
production. 

On the market agitation never stops. The imaginary construction of 
an evenly rotating economy has no counterpart in reality. There can 
never emerge a state of affairs in which the sum of the prices of the 
complementary factors of production, due allowance being made for 
time preference, equals the prices of the products and no further 
changes are to be expected. There arc always profits to be earned by 
somebody, flic speculators are always enticed by the expectation of 

The imaginary construction of the evenly rotating economy is a 
mental tool for comprehension of entrepreneurial profit and loss. It 
is, to be sure, not a design for comprehension of the pricing process. 
The final prices corresponding to this imaginary conception are by 
no means identical with the marker prices. The activities of the entre¬ 
preneurs or of any other actors on the economic scene arc not guided 
by consideration of any such things as equilibrium prices and the 
evenly rotating economy. The entrepreneurs take into account antici¬ 
pated future prices, not final prices or equilibrium prices. They dis¬ 
cover discrepancies between the height of the prices of the comple¬ 
mentary factors of production and the anticipated future prices of 
the products, and they arc intent upon taking advantage of such 
discrepancies. I hese endeavors of the entrepreneurs would finally 
result in the emergence of the evenly rotating economy if no further 
changes in the data were to appear. * 

1 he operation of the entrepreneurs brings about a tendency to¬ 
ward an equalization of prices for the same goods in all subdivisions 
ot the marker, due allowance being made for the cost of transporta- 
tinn and the time absorbed by it. Differences in prices which arc not 
merely transitory and bound to be wiped out by entrepreneurial 
;U r ‘ on ;,rc n * u a . vs l * ,c outcome of particular obstacles obstructing the 
inherent tendency toward equalization. Some check prevents profit- 
seeking business from interfering. An observer not sufficiently famil¬ 
iar with actual commercial conditions is often at a loss to recognize 
the institutional barriers hindering such equalization. But the mer¬ 
chants concerned alw ays know w hat makes it impossible for them to 
take advantage of such differences. 

Statisticians treat this problem too liglulv. When they have dis¬ 
covered differences in the wholesale price of a commodity between 
two cities or countries, not entirely accounted for bv the cost of 
transportation, tariffs, and excise duties, they acquiesce in asserting 
that the purchasing power of money and the “level” of prices are 
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Prices 

different. 1 On the tab of sod, tata taQ 

remove these differences by monetary " lf priccs 

cause of these differences cannot of Joncy, 

in both countries are quoted in terms . t prevents busincss- 

it is necessary to answer the questio ^ b J nd to „, a kc price 

men from embarking upon dealing prices arc 

differences disappear Things nfutual ex- 

expressed in terms of dlffercnt , ^"^rends toward a point 

change ratio between various ^ nrofitablc exploitation of 

at which there is no differences in commod- 

differences in commodity pi u.es. economic his- 

ity prices between various places barriers 

tory and descriptive economics to ^ ^ in the equaliza- 

hinder the execution of transactions w h.ch must 

- >».», P » 

history. In speaking of^ present P"us ^ ininicdintc past, 

the immediate future will not d futurc priccs is merely 

However, all that is asserted w ith regarc im 1 

an outcome of the understanding o u i ^ ^ uj morc t |,an that 
The experience of economic . t - s A and traded a 

at a definite date and definite place tu< P a definite number of 
definite quantity of the commo U \ XX acts of buying and selling 
units of the money p. In speaking theoretical insight, de- 

as the market price of,, we are guriledby athe ^ in 

duccd from an aprioristic starting P ricc differences, the 

the absence of particular factors m. ~ f or C q U al quantities 

prices paid at the same time and , final price, 

of the same commodity tend "’rixS’ Thc var . iou# . 
But thc actual market priccs never in f ( . n „ation were determined 
market priccs about which wc can . , confuse averages 

under different conditions. It is impermissible 

computed from them with the fina P rlc ‘\'\ >ot i a tcd on organized 
Only with regard to fungible « n, p n|issi , (lc f’ in comparing prices, 
stock or commodity exchanges 1 Amrt from such prices 

to assume that they refer to the same qu^ <)f comni<> di t ics the homo- 
negotiated in exchanges and fro P b tcc |,nological anal- 

geneity of which can be precis y « a ,i„ics is apparent 

,. Sometimes the difference ... *}* (>f , lu . article concerned 

only. Thc price quotations may refer w } f mmcrcc . mean dilUrcm 

Or they may. complying with tc^ornot include packing charges; they 
things. They may, for instance, me ^ and so on . 

...ay refer to cash payment or to payment at a later 
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ysis, it is a serious blunder to disregard differences in the quality 
of the commodity in question. Even in the wholesale trade of raw 
textiles the diversity of the articles plays the main role. A comparison 
of prices of consumers’ goods is mainly misleading on account of the 
difference in quality. I he quantity traded in one transaction too is 
relevant in the determination of the price paid per unit. Shares of a 
corporation sold in one large lot bring a different price than those sold 
in several small lots. 

It is necessary to emphasize these facts again and again because it 
is customary now adays to play off the statistical elaboration of price 
data against the theory of prices. However, the statistics of prices 
is altogether questionable. Its foundations arc precarious because cir¬ 
cumstances for the most part do not permit the comparison of the 
various data, their linking together in scries, and the computation of 
averages. F ull of zeal to embark upon mathematical operations, the 
statisticians yield to the temptation of disregarding the ^compa¬ 
rability of the data available. I he information that a certain firm sold 
at a definite date a definite type of shoes for six dollars a pair relates 
a fact of economic history. A study of the behavior of shoe prices 
in-m 1023 to .939 is conjectural, however sophisticated the methods 
applied may be. 


faitallact.es shows that entrepreneurial activities tend toward an 
abolition of price differences not caused by the costs of transporta¬ 
tion and trade barriers. No experience has ever contradicted this 
K-orem. he results obtained bv an arbitrarv identification of un¬ 
equal things arc irrelevant. 


\ ablation and Appraisement 

I he source ,.f the determination of prices is the value 

J " f tl,C . C T 1 M " I,C,S l , iccs ; ’ rc ,hc outcome of the valuation 

.1 . , : V’ '■ . K v : ' rc sol,al phenomena as they arc brought 

■ .' , r;, Crp ' V" ,hC : 1,U,ati " ns »'■ '"‘livitluais participating 

n the operation of rhe market. Each individual, in bavin* or not 

buying and in selling or no, selling, contributes his share to the forma- 

r:';i t 1 ? , pt, t 77 "* 

the «eight ot each individual s contribution. Thus the structure of 
market prices appears to the individual as a datum to which he must 
ad)list Ins ow n conduct. 

I he valuations which result in determination of definite prices arc 
different. Isacl, parry attaches a higher value to the good he receives 
than to that he gives away. The exchange ratio. fte pricc , is not 
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the product of an equality of valuation, but. on the contrary, the 

product of a discrepancy in valuation. . 

Appraisement must be clearly distinguished from valuation Ap¬ 
praisement in no way depends upon the subjective vacation of he 
man who appraises. He is not intent upon establishing the sub,ecu e 
use-value of the good concerned, but upon anticipating the prices 
which the market will determine. Valuation is a value ,udgmcnt ex¬ 
pressive of a difference in value. Appraisement .s the anticipation of 
an expected fact. It aims at establishing what prices will be paid on 
the market for a particular commodity or what amount of .nones 
will be required for the purchase of a definite commodits. 

Valuation and appraisement are. however, closely connected. I he 
valuations of an autarkic husbandman directly compare the weight 
he attaches to different means for the removal of uneasiness. 1 he vaca¬ 
tions of a man buying and selling on the market must not d.sr ga d 
the structure of market prices; they depend upon appraisement In 
order to know the meaning of a price one must know the P ur ^ a "'S 
power of the amount of money concerned. It .s n ««- c »ar) b> an 
large to be familiar with the prices of those goods which one sould 
like to acquire and to form on the ground of such knoss edge 
opinion about their future prices. If an indiyidua spea s <> 
incurred by the purchase of some goods already acquired or o be 
incurred by the purchase of goods he plans to acquire, he expresse 
these costs in terms of money. But this amount o " llinc ) P . 
in his eyes the degree of satisfaction he could obtain by cmplo) mg 
for the*acquisition of other goods. The valuation n.akes^a detour, 
it goes via the appraisement of the structure o mai P ♦ 
it always aims finally at the comparison of alternat.ve .nodes for the 

removal of felt uneasiness. .. .. . , . 

It is ultimately always the subjective value judgments of .nd.x.duals 
that determine the formation of prices. Catallactics in to t g 
pricing process necessarily reverts to the fundamental category of 
action the preference given to , over b. In view of p.spu'ar e'i ors it is 
expedient to emphasize that catallactics deals wit tic re. p • 
they are paid in definite transactions and not wit 1 imagm.i t •• 
The concept of final prices is merely a mental tool for the grasp of a 
particular problem; the emergence of entrepreneurs pro . 

The concept of a “just” or “fair” price is devoid of any scent -c 
meaning; it is a disguise for wishes, a striving for a sac 
different from realify. Market prices are entirely determined by the 

value judgments of men as they really act. 

If one says that prices tend toward a point at which total demand 
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equal to total supply, one resorts to another mode of expressing the 
same concatenation of phenomena. Demand and supply are the out¬ 
come of the conduct of those buying and selling. If, other things be¬ 
ing equal, supply increases, prices must drop. At the previous price 
all those ready to pay this price could buy the quantity they wanted 
to buy. If the supply increases, they must buy larger quantities or 
other people who did not buy before must become interested in 
buying. This can only be attained at a lower price. 

it is possible to visualize this interaction by drawing two curves, 
the demand curve and the supply curve, whose intersection shows 
the price. It is no less possible to express it in mathematical symbols. 
But it is necessary to comprehend that such pictorial or mathematical 
modes of representation do not affect the essence of our interpreta¬ 
tion and that they do not add a whit to our insight. Furthermore it 
is important to realize that we do not have any knowledge or experi¬ 
ence concerning the shape of such curves. Always, what we know 
is only market prices—that is, not the curves but only a point which 
we interpret as the intersection of two hypothetical curves. The draw¬ 
ing of such curves may prove expedient in visualizing the problems 
for undergraduates. For the real tasks of catallactics they are mere 
byplay. 


.*• The Prices of the Goods of Higher Orders 

1 he market process is coherent and indivisible. It is an indissoluble 
intertwincmenr of actions and reactions, of moves and countermoves. 
But the insufficiency of our mental abilities enjoins upon us the neces¬ 
sity ot div iding it into parts and analyzing each of these parts sepa¬ 
rately. In resorting to such artificial cleavages we must never forget 
that the seemingly autonomous existence of these parts is an imaginary 
makeshift of our minds. I hey arc only parts, that is, they cannot even 
be thought of as existing outside the structure of which they are 
parts. 

1 he prices o! the goods of higher orders are ultimately determined 
by the prices of the goods of the first or lowest order, that is, the 
consumers goods. As a consequence of this dependence they are 
ultimately determined by the subjective valuations of all members of 
the market society. It is. however, important to realize that we are 
faced with a connection of prices, nor with a connection of valuations. 

I lie prices of the complementary factors of production arc condi¬ 
tioned by the prices of the consumers’ goods. The factors of produc¬ 
tion arc appraised with regard to the prices of the products, and from 
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this appraisement their prices emerge. Not the valuation 5 but the 
appraisements are transferred from the goods of the fir* order to 
those of higher orders. The prices of the consumers good en g end “ 
the actions resulting in the determinate of the P r « s of'he factors 
of production. These prices are prinrn.lv connected o nl « «^ he 
orices of the consumers’ goods. With the valuations of the ind v -duals 
they are only indirectly connected, viz., through t! ' C 
the prices of the consumers' goods, the products of their joint 

P,0 T y h m e C tasks incumbent upon the theory of the P^ * 
production are to be solved by the same methods which ^einplo^ed 
for treatment of the prices of consumers go • yy 

operation of the market of consumer* goods 'V.^^ ^ ts of eN- 
think on the one hand of a state of affairs which lead to ' “ ^ 

mentary factors of production—but for intcrc 1 . cs xvcrc 

of the products and nobody believed that further p • ^ 

to be expected. Thus we have described the p ; t niu l nc ga- 

complctely by pointing out, positively, w «t ac ‘ >c ^ ro l)C 

tively, what would suspend its motion. The ^ ^ 

attached to the positive description. 8 jcc >nd t ,’ c CVC nlv 

suiting in the imaginary constructions °f • >1^ ^ t)|C trcat . 

rotating economy is merely auxiliary. 1 xction 

ment of imaginary concepts, which neverjppea • of highcr 

but the treatment of the market prices at «Inch the g b 

orders are really bought and sold. anJ Bo | im -Bawcrk. 

This method we owe to Gosscn, Carl . b • fired with 

Its main merit is that it implies the cognition that \ ■ ^ 

a phenomenon of price determination inextricably ' 

market process. It distinguishes between two things. (, the d.rec 
valuation of the factors of production which attaches the salue 
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the product to the total complex of the complementary factors of 
production, and ( b ) the prices of the single factors of production 
which arc formed on the market as the resultant of the concurring 
actions of competing highest bidders. Valuation as it can be practiced 
by an isolated actor (Robinson Crusoe or a socialist board of pro¬ 
duction management) can never result in a determination of such 
a thing as quotas of value. Valuation can only arrange goods in scales 
of preference. It can never attach to a good something that could be 
called a quantity or magnitude of value. It would be absurd to speak 
of a sum of valuations or values. It is permissible to declare that, due 
allowance being made for time preference, the value attached to a 
product is equal to the value of the total complex of complementary 
factors of production. But it would be nonsensical to assert that the 
value attached to a product is equal to the “sum” of the values attached 
to the various complementary factors of production. One cannot 
add up values or valuations. One can add up prices expressed in terms 
of money, but not scales of preference. One cannot divide values 
or single out quotas of them. A value judgment never consists in any¬ 
thing other than preferring a to b. 

The process of value imputation docs not result in derivation of 
the value of the single productive agents from the value of their joint 
product. It docs not bring about results which could serve as elements 
of economic calculation. It is only the market that, in establishing 
prices for each factor of production, creates the conditions required 
for economic calculation. Economic calculation always deals with 
prices, never with values. 


I he market determines prices of factors of production in the same 
' va >' ,n which it determines prices of consumers’ goods. The market 
process is an interaction of men deliberately striving after the best 
possible removal of dissatisfaction. It is impossible to think away or 
to eliminate from the market process the men actuating its operation. 
One cannot deal with the market of consumers’ goods and disregard 
the actions of the consumers. One cannot deal with the market of the 
goods of higher orders while disregarding the actions of the entre¬ 
preneurs and the fact that the use of money is essential in their trans¬ 
act,.,ns. I here is nothing automatic or mechanical in the operation 
of the market. Ihe entrepreneurs, eager to cam profits, appear as 
bidders at an auction, as it were, in which the owners of the factors 
of production put up for sale land, capital goods, and labor. The 
entrepreneurs are eager to outdo one another by bidding higher 
pnees than their rivals. Their offers are limited on the one "hand by 
Cher anticipation of future prices of the products and on the other 
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hand by the necessity to snatch the factors of production away from 
the hands of other entrepreneurs competing w ith them. 

The entrepreneur is the agency that prevents the pcrs.stence of 
state of production unsuitable to fill the most urgent warns of the 
consumers in the cheapest way. All people art= anxious o^ the b s 
possible satisfaction of their vs ants and are m this sense str.wng alter 
the*highest profit they can reap. The mentality the promot e 
soeculators and entrepreneurs is not different from that of their tel 
low men They are merely superior to the masses in mental power 
and energy They are the leaders on the way toward material progress. 
They are'the firet to understand that there is a discrepancy between 
what is done and what could be done. They guess what the consumers 
would like to have and are intent upon providing the w uh he 
things In the pursuit of such plans they bid higher prices for so m 
Ss of production and lower the prices of ^ P 

duction by restricting their demand for them. In suppl> ing the market 

good* io .... »i. of ».!***• 

can be earned, they create a tendency toward a fall m the pr ces. 
restricting the output of those consumers 8'“';°, . 

-hjh do g es not offer t^ccs MSiSTg- 

on'ccasclessly and ou d mp only-if the unrealizable conditions of the 

and of static equilibrium were to be at- 

'in drafting their plans 

the immediate past which »« 'n A '> . cntcr into their 

anticipation of future prices 1,1 * • The deter- 

prL o, 

, It is different with regard to the mutual ^gc ratios ..oncy and 

, 1 ’r^ i ^b.Tof;lTn a „ncom"«ibie capital goods is deal, with below. W . 
4W505- 
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historical magnitudes; in this regard the past is instrumental in shaping 
the course of future production and in affecting the prices of the 
future. But directly the prices of the factors of production are deter¬ 
mined exclusively by the anticipation of future prices of the products. 
The fact that yesterday people valued and appraised commodities in 
a different way is irrelevant. The consumers do not care about the 
investments made with regard to past market conditions and do not 
bother about the vested interests of entrepreneurs, capitalists, land¬ 
owners, and workers, who may be hurt by changes in the structure 
of prices. Such sentiments play no role in the formation of prices. (It 
is precisely the fact that the market docs not respect vested interests 
that makes the people concerned ask for government interference.) 
The prices of the past arc for the entrepreneur, the shaper of future 
production, merely a mental tool. The entrepreneurs do not con¬ 
struct afresh every day a radically new structure of prices or allocate 
anew the factors of production to the various branches of industry. 
They merely transform what the past has transmitted in better adapt¬ 
ing it to the altered conditions. How much of the previous conditions 
they preserve and how much they change depends on the extent to 
which the data have changed. 

The economic process is a continuous interplay of production and 
consumption. Today’s activities arc linked with those of the past 
through the technological know ledge at hand, the amount and the 
quality of the capital goods available, and the distribution of the 
ow nership of these goods among various individuals. They arc linked 
with the future through the very essence of human action; action is 
always directed toward the improvement of future conditions. In 
order to sec his wav in the unknown and uncertain future man has 
wirhin his reach only two aids: experience of past events and his 
faculty of understanding. Knowledge about past prices is a part of 
this xpcricnce and at the same time the stairing point of understand¬ 
ing the future. 

If the memory of all prices of the past were to fade awav, the 
pricing process would become more troublesome, but not impossible 
as far as the mutual exchange ratios between various commodities arc 
concerned. It would be harder for the entrepreneurs to adjust pro¬ 
duction to the demand of the public, but it could be done nonetheless. 
It would be necessary for them to assemble anew all the data they 
need as the basis of their operations. They would not avoid mistakes 
which they now evade on account of experience at their disposal. 
Price fluctuations would be more violent at the beginning, factors of 
production would be wasted, want-satisfaction would be impaired. 
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But finally having paid dearly, people would again have acquired the 
experience needed for a smooth working of the market process 
' The essential fact is that it is the competition of profir-seckm entre¬ 
preneurs that does not tolerate the preservation of false pricesiof h 
factors of production. The activities of entrepreneurs arejhe 
element that would bring about the unreal,zable state of the e^j 

rotating economy if no further changes were bidders for the 

embracing public sale called the market they wdKb dd« ^ 

factors of production. In bidding. thc\ arc t c ma aspect 

sumers. as it were. Each entrepreneur represents. a differen asp 
of the consumers' wants, either a different 

of producing the same commodity. Th ' C °"'’’ C ^ C va r ious possibilities 
prcncurs is ultimately a competition an g nossiblc bv the 

P „p.„ to «n «, » 

acquisition of consumers goods. The d determine the 

buy one commodity and to postpone bu> mg f j these 

prices of factors of production required for nnnu actum * ^ 

commodities. The competition between t ic e 1 of t | lc 

the prices of consumers' goods in the orma 101 contlict 

factors of production. It ^ects ,n th^externa. ^“^ngs 

which the inexorable scarcit) of . nuUes cfTe ^ ive the subsumed 
about in the soul of each indi\ idual. nonspecific factors 

decisions of the consumers as to what P l ' r P‘‘* factors of produc- 
should be used for and to what extent the specific factors l 

tion should be used. , is consummated by an 

The pricing process is a social p col , a , )0ratc and cooper- 

interaction of all members of the soc • fof himsclf in the 

ate, each in the particular role he in cooperation and 

framework of the division of la *’' , P inst ? u „,cntal in bringing 
cooperating in compention aH p p ^ market, the allocation 

about the result, viz., the V****' . , incs of want-satisfaction, 

of the factors of production to the individual. These three 

and the determination of the sha • different aspects 

events are not three different scrutiny separates 

of one indivisible phenomenonwhrch arc accom p,ishcd uno act". 

into three parts. In the market pr >. who cannot free thern- 

Only people prepossessed by nlct |,ods speak of three differ- 

selvcs from longing glances at social mcna; the determina- 

ent processes in dealing with the * P cfforts , and distribution, 
tion of prices, the direction of prom 
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A Limitation on the Pricing of Factors of Production 

The process which makes the prices of the factors of production spring 
from the prices of products can achieve its results only if, of the comple¬ 
mentary factors not replaceable by substitutes, not more than one is of 
absolutely specific character, that is, is not suitable for any other employ¬ 
ment. If the production of a product requires two or more absolutely 
specific factors, only a cumulative price can be assigned to them. If all 
factors of production were absolutely specific, the pricing process would 
not achieve more than such cumulative prices. It would accomplish noth¬ 
ing more than statements like this: as combining 3 a and 5 b produces one 
unit of p, 3 .1 and 5 b together arc equal to 1 p and the final price of 3 a »- 5 b 
is—due allowance being made for time preference—equal to the final price 
of 1 p. As entrepreneurs who want to use a and b for purposes other than 
the production of p do not bid for them, a more detailed price determina¬ 
tion is impossible. Only if a demand emerges for a (or for b) on the part of 
entrepreneurs who want to employ .? (or b) for other purposes, does com¬ 
petition between them and the entrepreneurs planning the production of p 
arise and a price for .1 (or for b) comes into existence, the height of which 
determines also the price of b (or j). 

A world in which all the factors of production arc absolutely specific 
could manage its affairs with such cumulative prices. In such a world there 
w ould nor exist the problem of how to allocate the means of production to 
various branches of want-satisfaction. In our real world things arc different. 
I here are many scarce means of production which can be employed for 
various tasks. There the economic problem is to employ these factors in 
such a w ay that no unit of them should be used for the satisfaction of a less 
urgent need if this employment prevents the satisfaction of a more urgent 
sued. It is this that the market solves in determining the prices of the factors 
of production. The social service rendered bv this solution is not in the 
least impaired by the fact that for factors which can be employed only 
cumulatively no other than cumulative prices are determined. 

Factors of production w hich can be used in the same ratio of combina¬ 
tion for the production of various commodities but do not allow of any 
other use, are to be considered as absolutely specific factors. They arc 
absolutely specific with regard to the production of an intermediary prod¬ 
uct which can be utilized for various purposes. The price of this inter¬ 
mediary product can be assigned 10 them cumulatively only. Whether 
this intermediary product can be directly apperceivcd by the senses or 
whether it is merely the invisible and intangible outcome of their joint 
employment makes no difference. 

4. Cost Accounting 

In the calculation of the entrepreneur costs are the amount of 
money required for the procurement of the factors of production. 
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The entrepreneur is intent upon embarking upon those business pro,- 
ccts from which he expects the highest surplus of proceeds over 
costs and upon shunning projects from which he expects a lower 
amount of profit or even a loss. In doing this he ad,usts h.s effort to 
the best possible satisfaction of the needs of the consumers. T he fact 
that a project is not profitable because costs arc higher than proceeds 
is the outcome of the fact that there is a more useful emptoyment ,va. - 
able for the factors of production required. There arc other product 
in the purchase of which the consumers arc prepared to allow for the 
prices of the factors of production required. But the eomun ers 
not prepared to pay these prices in buying the commodity the pro- 

duction of which is not profitable. 

Cost accounting is affected by the fact that the two following 

conditions arc not always present: , f , 

First, every increase in the quantity of factors expended for the 
production of a consumers' good increases its power to remove un- 

Second, every increase in the quantity of a consumers good re¬ 
quires a proportional increase in the expenditure of factors of pro¬ 
duction or even a more than proportional increase in their expend,- 


turc. 


If both these conditions were always and without any excep¬ 
tion fulfilled, every increment s expended for increasing the quant,t 
m of a commodity g would be employed for the satisfaction of need 

viewed as less urgent than the least urgent need already!nt sfiedb> t' c 
quantity m available previously. At the same time the '"cmne" - 
would require the employment of factor; of production to be u n ¬ 
drawn from the satisfaction of other needs considered as '.ore press 
ing than those needs whose satisfaction was foregone in order to 
produce the marginal unit of *». On the one hand the margI e 
of the satisfaction derived from the increase ,n the quant > a a,lab e 
of g would drop. On the other hand the costs required fo the pro 
duction of additional quantities of « would ,..crease m ™ rgmal d. 
utility; factors of production would be withheld from empoymen 
in which they could satisfy more urgent needs. P rodutt ' ’ n,us ' 
stop at the point at which the marginal utility of the ncremeni no 
longer compensates for the marginal increase in t c is .. 

Now these two conditions are present very often, but not generally 
without exception. There exist many commodities of all orders of 
goods whose physical structure is not homogeneous and which are 

therefore not perfectly divisible. , . • 

It would, of course, be possible to con,ore away the deviation from 
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the first condition mentioned above by a sophisticated play on words. 
One could sav: half a motorcar is not a motorcar. If one adds to half 
a motorcar a quarter of a motorcar, one docs not increase the “quan¬ 
tity" available; only the perfection of the process of production which 
turns out a complete car produces a unit and an increase in the “quan¬ 
tity" available. However, such an interpretation misses the point. The 
problem we must face is that not every increase in expenditure in¬ 
creases proportionately the objective use-value, the physical power 
of a thing to render a definite service. The various increments in 
expenditure bring about different results. There arc increments the 
expenditure of which remains useless if no further increments of a 
definite quantity arc added. 

On the other hand—and this is the deviation from the second con¬ 
dition—an increase in physical output docs not always require a 
proportionate increase in expenditure or even any additional ex¬ 
penditure. It mav happen that costs do not rise at all or that their rise 
increases output more than proportionately. For many means of 
production are not homogeneous either and not perfectly divisible. 
1 'his is the phenomenon known to business as the superiority of big- 
scale production. The economists speak of the law of increasing re¬ 
turns or decreasing costs. 

We consider—ns case A —a state of affairs in which all factors of 
production are not perfectly divisible in such a way that full utiliza¬ 
tion of the productive services rendered by every further indivisible 
element of each factor requires full utilization of the further in- 
di\ isible elements of every other of the complementary factors. Then 
in even aggregate of productive agents each of the assembled ele¬ 
ments—every machine, every worker, every piece of raw material— 
can be fully utilized only if all the productive services of the other 
elements an fully employed too. Within these limits the production 
of a part oi the maximum output attainable does not require a higher 
c pmdtiuic than the production of the highest possible output. Wc 
•ay •*)••• a\ that the minimum-size aggregate always produces the 
— ” | tain- of products; it is impossible to produce a smaller quan¬ 
ta' i t products even if there is no use for a part of it. 

onsidcr —as case B —a state of affairs in w hich one group of the 
’• ’ '•ui.tive agents {p) is tor all practical purposes perfectly divisible. 

:t tlie other hand the imperfectly divisible agents can be divided 
n such a way that full utilization of the services rendered by each 
further indivisible part of one agent requires full utilization of the 
further indivisible parts 
mentary factors. Then 


• •t the other imperfectly divisible comple- 
increasing production of an aggregate of 
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further indivisible factors front a partial to a more conjlctc utiHza- 

aggregate of imperfectly divisible factors each of them v .nou better 

utilized, that therefore costs of production as far as 

by the cooperation of these factors remain “"^^ton the other 

quotas falling to a unit of output are decreasing Bu on iK othc 

hand an increase in the employment of the pcrf c ctK -sts.1 » c facto 
of production can be attained only by withdrawing I« ™ ° ' 

employments. The value of these other employmentsf 
things being equal, with their shrinking; the price o '' ^ P cr cc ^ 
divisible factors tends to rise as more of them are used > r ' ett 
utilization of the productive capacity of the 

further divisible factors in question. One must not: 1 m f 

tion of our problem to the case in which the add. .ona quantity f p 
is withdrawn from other enterprises producing the same Froduct m 
a less efficient way and forces these enterprises to ics *■ 1 

It is obvious that"in this casc-compet.tion betw een a more and a - 
efficient enterprise producing the same article ou^ of the samey 
materials—the”average cost of production ,s decreasing -n Hk e^ 
panding plant. A more general scrutiny <>f t « pro > ■ , s 

Lent result. If the units of p are withdrawn fromr c™P'°> 
in which they would have been utilized for t f 
articles, there emerges a tendency toward an increase " ^ pnee 

of these units. This tendency may be conipensated l^ odcnu 
tendencies operating in the opposi.e direcnon;, ma «« ^ ^ 

feeble that its effects arc negligible. But it is > I 
potentially influences the configuration <if costs. 

H Finally we consider-as case C-a state of ' n ^Iv 

ious imperfectly divisible factors of production • hioh 

in such a way thL, given the conditions* 

can be chosen for their assemblage in a \ y . nmductivc 

allow for a combination in which full utilization of the ' 

capacity of one factor makes possible fu I utd.zanon o^ he pn.chict.- 
capacity of the other imperfectly dixisi > c ac <> • , 

is of practical significance, while the cases A 

role in real business. The characteristic feature of case C »**«««; 
configuration of production costs varies uncscn > • ■ j on Q f 

divisible factors arc utilized to less than fu tapaci , • . unless 

production results in a decrease of average costs of production 
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a rise in the prices to be paid for the perfectly divisible factors 
counterbalances this outcome. But as soon as full utilization of the 
capacity of one of the imperfectly divisible factors is attained, fur¬ 
ther expansion of production causes a sudden sharp rise in costs. Then 
again a tendency toward a decrease in average production costs sets 
in and goes on working until full utilization of one of the imperfectly 
divisible factors is attained anew. 

Other things being equal, the more the production of a certain 
article increases, the more factors of production must be withdrawn 
from other employments in which they would have been used for the 
production of other articles. Hence—other things being equal— 
average production costs increase with the increase in the quantity 
produced. But this general law is by sections superseded bv the 
phenomenon that not all factors of production are perfectly divisible 
and that, as far as they can be divided, they are not divisible in such 
a way that full utilization of one of them results in full utilization of 
the other imperfectly divisible factors. 

The planning entrepreneur is always faced with the question: To 
what extent will the anticipated prices of the products exceed the 
anticipated costs? If the entrepreneur is still free with regard to the 
project in question, because he has not yet made any inconvertible 
investments for its realization, it is average costs that count for him. 
But if he has already a vested interest in the line of business concerned, 
he secs things from the angle of additional costs to be expended. He 
who already owns a not fully utilized production aggregate does not 
take into account average cost of production but marginal cost. With¬ 
out regard to the amount already expended for inconvertible invest¬ 
ments he is merely interested in the question whether or not the 
proceeds from the sale of an additional quantity of products will 
exceed the additional cost incurred by their production. Even if the 
whole amount invested in the inconvertible production facilities must 
he wiped off as loss, he goes on producing provided he e.xpects a 
reasonable 4 surplus of proceeds over current costs. 

With regard to popular errors it is necessary to emphasize that 
if the conditions required for the appearance of monopoly prices are 
not present, an entrepreneur is not in a position to increase his net 
returns by restricting production beyond the amount conforming 
with consumers’ demand. But this problem will be dealt with later 
in section 6. 


4 . Reasonable ...cans ,n rim connection that the anticipated retut 
convertible capital used for the continuation of production are at least 
than the anticipated returns on its use for other projects 


returns on the 
not lower 
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That a factor of production is not perfectly divisible docs not 
always mean that it'can be constructed and employed in one s,c 
only. This, of course, may occur in some cases. B va ? ous 

sible to vary the dimensions of these factors. _ 

dimensions which are possible for such a ^'Yir^'^/incurred bv 
one dimension is distinguished ^ f act th« ^ of ^ 

its production and operation are ren r . 

productive services than those for other d.mens.ons, thmgs^are es, 

sentially identical. Then the super.or.tv of hc b gg P 

consist in the fact that it utilizes a machine to ful> of thc 

smaller plant utilizes only a P"[ °thTthe bigger plant employs 
same size. It consists rather in thc fact that ««'- "W » facto r rs „f 
a machine which operates with a better u 11 j ocs , 

production required for its construction and operation than does 

smaller machine employed by the smal er p ant. 

The role played in all branches of fM**""** great. 1 . is 

factors of product.on are not p " l 1 industria l affair! But one 
of paramount importance in thc cours ««nificancc. 

must guard oneself against many misinterpret* i h 

One of these errors was the doctrine according "'M'n in 

cssing industries there prevails a law of increasing hc 

agriculture and mining a taw .®J. < 2^ g As f ar as .'ere is a dif- 

fallacies implied have been exploded Wiculturc and those in 

ference in this regard between conditionsagriculture and^ ^ 

the processing industries, differences h^ ^ f( !,„ncc of thc 
The immobility of the soil and the: • ^ scasons nwkc it im- 

various agricultural operations depen • t many mov- 

able factors of production to thc deg production 

facturing for thc most part allow. 1 hc option • ^ j n t | K 

ou.fi, ■ ”-"l'-:,l£SjTtu” her 

processing industries. It is obvious . ca „„„t be pushed to 

explanation whv thc concentration of fanning indust rics. 

anything near the degree obtaining ini the b natural rcs<Mlrccs 
However, thc inequality m the d 1 ^ ^ faclon nwking for 
over thc earth’s surface, which is on a linlit t „ the 

the higher productivity ° [ *£ d >™ J indus '„L also. The tend- 
progress of concentration in thc proc Bj ^ concentration of 

cncy toward a progress. ve sic al,, is interacted by 

integrated industrial processes in oni> Y . . I 

the geographical dispersion of natural resources. 1 he fact 

5. Cf. above, p. 1 jo. 
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production of raw materials and foodstuffs cannot be centralized 
and forces people to disperse over the various parts of the earth’s 
surface enjoins also upon the processing industries a certain degree 
of decentralization. It makes it necessary to consider the problems of 
transportation as a particular factor of production costs. The costs of 
transportation must be weighed against the economies to be expected 
from more thoroughgoing specialization. While in some branches of 
the processing industries the utmost concentration is the most ade¬ 
quate method of reducing costs, in other branches a certain degree of 
decentralization is more advantageous. In the servicing trades the dis¬ 
advantages of concentration become so great that they almost en¬ 
tirely overweigh the advantages derived. 

Then a historical factor comes into play. In the past capital goods 
were immobilized on sites on which our contemporaries would not 
have set them. It is immaterial whether or not this immobilization was 
the most economical procedure to which the generations that brought 
it about could resort. In any event the present generation is faced with 
a fait accompli. It must adjust its operations to the fact and it must 
take it into account in dealing with problems of the location of the 
processing industries. 0 

Finally there are institutional factors. There arc trade and migra¬ 
tion barriers. There arc differences in political organization and meth¬ 
ods of government between various countries. Vast areas arc adminis¬ 
tered in such a way that it is practically out of the question to choose 
them as a scat for any capital investment no matter how favorable their 
physical conditions may be. 

Entrepreneurial cost accounting must deal with all these geographi¬ 
cal, historical and institutional factors. But even apart from them there 
arc purely technical factors limiting the optimum size of plants and 
firms. The greater plant or firm may require provisions and proce¬ 
dures which the smaller plant or firm can avoid. In many instances 
the outlays caused by such provisions and procedures may be over- 
compensated by the reduction in costs derived from better utilization 
of the capacity of some of the not perfectly divisible factors employed. 
In other instances this may not be the case. 

Under capitalism the arithmetical operations required for cost 
accounting and the confrontation of costs and proceeds can easily be 
effected as there are methods of economic calculation available. How¬ 
ever, cost accounting and calculation of the economic significance of 


6. For a thoroughgoing treatment of the conservatism enjoined upon men by 
the limited convemb.lny of many capital goods, the historically determined 
element in production, sec below, pp. 499-510. 
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business projects under consideration is not merely a mathematical 
p”Et He, can be solved satisfactorily by all those ta*- 
the elementary rules of arithmetic. The mam question is thcd “ er 
mination of the money equivalents of the .terns ^charcto enter 
into the calculation. It is a mistake to assume, as mam « ; 

that these equivalents are given magmtudes. uniquely determ ned l \ 
the state of economic conditions. 1 hey are speculame annupat.on^ 
of uncertain future conditions and as such depend on the entre, 
neur’s understanding of the future state of the market. 1 he 
fixed costs is also in this regard somewhat misleading 

Every action aims at the best possible supplying o {u ^ ncc ^ 
To achieve these ends it must make the best poss.ble use of the 
able factors of production. However, the 1 h.stoncal p ocess,^ 
brought about thc present state of factors a\ ai a > . ution 

What counts and influences the dcc.s.ons concerning • 

is solely the outcome of this historical process the 
quality of the factors available today 1 hese f^tems areappra^e, 
only with regard to their ability to render pro uc i 
removal of future uneasiness. The amount of money spent m the past 
for their production and acqu.sition is immaterial. 

It has already been pointed out that an entrepreneur ° ^ 
time he has J make a new decision of 

realization of a definite project is in a 1 inconvertible 

a man who starts afresh. The former owns a complex of 

factors of production which he can employ for ccr ' - ‘ this fact . 

decisions concerning further action w,l be ^ in 

But he appraises this complex not according to »lu I : « 1 
thc past for its acquisition. He apprniscsjc c\t- spent 

of view of its usefulness for future action ! hetha # ^ 
more or less for its acquisition is insigmfic. • profits 

in determining the -- of theinTe Kd 
and thc present state of his fortune. 1 ‘ sunolv of factors 

process that brought about the present state o • action. But 

of production and as such it is ‘’ f "c' n Jt,n and the calculation 

it docs not count for the planning of f ' • : n r u c firm’s 

regarding such action. S « irrelevant that £ j ^ 

books differ from thc actual price of suen into.. 

Pr0 Of“co 0 n n «e, aneb contnmm.ted losses or pro ft. may motivate a 
firm to operate in a different way from which it would.’ « were not 
affected by them. Past losses may render a firms "a P 
precarious! especially if they bring about indebtedness and burden 
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ir with payments of interest and installments on the principal. How¬ 
ever, it is not correct to refer to such payments as a part of fixed 
costs. They have no relation whatever to the current operations. 
They are not caused by the process of production, but by the methods 
employed by the entrepreneur in the past for the procurement of the 
capital and capital goods needed. They arc only accidental with 
reference to the going concern. But they may enforce upon the firm 
in question a conduct of affairs which it would not adopt if it were 
financially stronger. The urgent need for cash in order to meet pay¬ 
ments due docs not affect its cost accounting, but its appraisal of ready 
cash as compared with cash that can only be received at a later day. 
It may impel the firm to sell inventories at an inappropriate moment 
and to use its durable production equipment in a way that unduly 
neglects its conservation for later use. 

It is immaterial for the problems of cost accounting whether a firm 
owns the capital invested in its enterprise or whether it has borrowed 
a greater or smaller part of it and is bound to comply with the terms 
of a loan contract rigidly fixing the rate of interest and the dates of 
maturity for interest and principal. The costs of production include 
only the interest on the capital which is still existent and working in 
the enterprise. It does not include interest on capital squandered in 
the past by bad investment or by inefficiency in the conduct of cur¬ 
rent business operations. The task incumbent upon the businessman 
is always to use the supply of capital goods non: available in the best 
possible way for the satisfaction of future needs. In the pursuit of 
this aim he must nor be misled by past errors and failures the con¬ 
sequences of which cannot be brushed away. A plant may have been 
constructed in the past which would not have been built if one had 
better forecast the present situation. It is vain to lament this his¬ 
torical fact. The main thing is to find out w hether or not the plant 
can still render any service and, if this question is answered in the 
affirmative, how it can be best utilized. It is certainly sad for the in¬ 
dividual entrepreneur that he did not avoid errors. The losses in¬ 
curred impair his financial situation. They do not affect the costs to 
be taken into account in planning further action. 

It is important to stress this point because it has been distorted in 
the current interpretation and justification of various measures. One 
does not "reduce costs" by alleviating some firms’ and corporations’ 
burden of debts. A policy of wiping out debts or the interest due 
on them totally or in part docs not reduce costs. It transfers wealth 
from creditors to debtors; it shifts the incidence of losses incurred 
in the past from one group of people to another group, e.g., from 
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the owners of common stock to those of preferred sto ^ an ^ C0 
porate bonds. This argon,ent of cost reduction ,s often RantedI n 
favor of currency devaluation. It is no less fallacious in th.s case 
all the other arguments brought forward for th.s P ur P‘>*- , 

What are commonly called fixed costs are also the " c 

b V the exploitation of the already available factors ofproU.c n 
which are either rigidly inconvertible or can be adapted for otta 
productive purposes only at a considerable loss, ic'c . • 

a more durable character than the other factors of P 
quired. But they are not permanent. They are used up m P™£ 
of production. With each unit of product turned out a parof he 
machine's power to produce is exhausted The extent of th« a«ron 
can be precisely ascertained by technology and can be appra. ee 

accordingly in terms of money- . , 

However, it is not only this money cqu.valent of ' « 

wearing out which the entrepreneurial calculation has to consider 1 he 
businessman is not merely concerned with the duraton of the n 
chine's technological life. He must take mto account f«t«« 
of the market. Although a machine may s„ 1 be «^no og cal per 
fcctly utilizable, market conditions may render .t «bs«'etc andI 
less. If the demand for its products drops cons.derably or d.sappea.s 
altogether or if more efficient methods for supplying 
with these products appear, the machine ,s econonucd > mere s 
iron. In planning the conduct of his bus.ncss the entrep eneu nn 
pay full regard to the anticipated future state o ™ 
amount of "fixed ' costs which enter mto h.s 
on his understanding of future events. It .s ..... to be fixed sm.pl> > 

aggregate's utilization. But this technologic a |, ■ ; | iu | ffl „i nt con¬ 
front that xv hich the entrepreneur on the ground of h I » . 

cerning future market conditions enters mto h.s t . c 

Let us assume that a factory is equipped w.th n.ach.nc ' la '. 
utilized for a period of ten years. Fvcry .' "V^ /y ar market 
prime costs is laid aside for depreciation, n t k • ' double 

conditions place a dilemma before the entrepreneur He can dou^c 
his output for the year and sell it a, a pr.ee xxh.ch apart « 
ing the increase in variable costs) exceeds the quota of P c ' 
for the current year and the present value of the l ^ ^P^ a ,on 
quota. But this doubling of prod,.con trebles.the xx car mg out of 
the equipment and the surplus proceeds from the sale of the m e 
quantity of products are no, great enough to make good also for the 
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present value of the depreciation quota of the ninth year. If the entre¬ 
preneur were to consider the annual depreciation quota as a rigid 
element for his calculation, he would have to deem the doubling of 
production as not profitable, as additional proceeds lag behind addi¬ 
tional cost. He would abstain from expanding production beyond 
the technological optimum. But the entrepreneur calculates in a dif¬ 
ferent way, although in his accountancy he may lay aside the same 
quota for depreciation every year. Whether or not the entrepreneur 
prefers a fraction of the present value of the ninth year’s depreciation 
quota to the technological services which the machines could render 
him in the ninth year, depends on his opinion concerning the future 
state of the market. 

Public opinion, governments and legislators, and the tax laws look 
upon a business outfit as a source of permanent revenue. They believe 
that the entrepreneur who makes due allowance for capital main¬ 
tenance by annual depreciation quotas will always be in a position to 
reap a reasonable return from the capital invested in his durable 
producers’ goods. Real conditions arc different. A production ag¬ 
gregate such as a plant and its equipment is a factor of production 
whose usefulness depends on changing market conditions and the skill 
of the entrepreneur in employing it in accordance with the change 
in conditions. 

There is in the field of economic calculation nothing that is certain 
in the sense in which this term is used with regard to technological 
facts. 1 he essential elements of economic calculation arc speculative 
anticipations of future conditions. Commercial usages and customs 
and commercial laws have established definite rules tor accountancy 
and auditing. There is accuracy in the keeping of books. But thev are 
accurate only with regard to these rules. The book values do not re- 
ilect precisely the real state of affairs. The market value of an a"crc- 
gati- of durable producers’ goods may differ from the nominal figures 
she books show. The proof is that the Stock Exchange appraises them 
without anv regard to these figures. 

C.»st accounting is therefore not an arithmetical process which can 
be established and examined by an indifferent umpire. It docs not 
operate "'ith uniquely determined magnitudes which can be found 
«>ur in an objective way. Its essential items arc the result of an under¬ 
standing of future conditions, necessarily always colored by the 
cmieprencur’s opinion about the future state of the market. 

Attempts to establish cost accounts on an “impartial” basis arc 
doomed to failure. Calculating costs is a mental tool of action, the pur¬ 
posive design to make the best of the available means for an improve- 
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mcnt of future conditions. It is necessarily volitional, not:factual In 
the hands of an indifferent umpire it changes .ts chnractcr ent . 

The umpire does not look forward to the future He M ckuard 
to the dead past and to rigid rules which are useless forreal h e mJ 
action. He does not anticipate changes. He is unwitting: > g' 
the prepossession that the evenly rotating economy .* tie j' ™J 
most desirable state of human affairs. Profits do notfitnto sschem. 
He has a confused idea about a “fair" rate of profit or a f return 
on capital invested. However, there arc no such things. In e c 
rotating economy there are no profits. In a changing m ^ 
are not determined with reference to any set of rules b>* .«* '< 
could be classified as fair or unfair. Profits are never normal \\ 
there is normality, i.c., absence of change, no profits can g • 

s . Logical Catallactics Versus Mathematical Catallactics 

The problems of prices and costs have been treated also «iff, 
mathematical methods. There have even been cconom 
that the only appropriate method of dealing " in ec < * noI „i sts 

is the mathematical method and who deride t ,c <. 

“ k> 6 i«i - *• rsrzsszz, 

mists were merely it be 

its preeminence by bringing ..»»■ b««r r»£-£■£> ■**,' „ f 
different varieties of procedure arc nc • .1 j ,„ orc 

different problems and that for some of them one method 

useful than the other. . . - c i lllt a con . 

However, this is not a dispute about heuristic;ip.cst o.„ * t ,VJm atic a, 
troversv concerning the foundations of economics. The 
. method must be rejected not only on account of «* " 

an entirely vicious method, starting from a sc ass I | 

ing to fallacious inferences. Its syllogisms are not only sec,c I y 
divert the mind from the study of the real problems and distort 

relations between the various phenomena. • not 

The ideas and procedures of the mathematical ^ c 

uniform. There are three main currents of thought uh.ch 

^^sTSjr is represented by the statisticians who aim at 
discovering economic lax£ from the study of economic expenene. 
They aim to transform economics into a “quantitative science. 1 heir 
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program is condensed in the motto of the Econometric Society: 
Science is measurement. 

The fundamental error implied in this reasoning has been shown 
above. 7 Experience of economic history is always experience of com¬ 
plex phenomena. It can never convey knowledge of the kind the 
experimenter abstracts from a laboratory experiment. Statistics is a 
method for the presentation of historical facts concerning prices 
and other relevant data of human action. It is not economics and can¬ 
not produce economic theorems and theories. The statistics of prices 
is economic history. The insight that, ceteris paribus , an increase 
in demand must result in an increase in prices is not derived from 
experience. Nobody ever was or ever will be in a position to ob¬ 
serve a change in one of the market data ceteris paribus. There is 
no such thing as quantitative economics. All economic quantities we 
know about are data of economic history. No reasonable man can 
contend that the relations between price and supply is in general, 
or in respect of certain commodities, constant. We know, on the 
contrary, that external phenomena affect different people in differ¬ 
ent ways, that the reactions of the same people to the same external 
events vary, and that it is not possible to assign individuals to classes 
of men reacting in the same wav. This insight is a product of our 
aphoristic theory. It is true the empiricists reject this theory; they 
pretend that they aim to learn only from historical experience. How¬ 
ever, they contradict their own principles as soon as they pass be¬ 
yond the unadulterated recording of individual single prices and 
begin to construct scries and to compute averages. A datum of ex¬ 
perience and a statistical fact is only a price paid at a definite time 
and a definite place for a definite quantity of a certain commodity. 
The arrangement of various price data in groups and the computation 
of averages are guided by theoretical deliberations which arc logically 
and temporally antecedent. The extent to which certain attending 
features and circumstantial contingencies of the price data concerned 
arc taken or not taken into consideration depends on theoretical ’ 
reasoning of the same kind. Nobody is so bold as to maintain that a 
rise of a per cent in the supply of any commodity must always—in 
every country and at any time—result in a fall of b per cent in its 
price. But as no quantitative economist ever ventured to define pre¬ 
cisely on the ground of statistical experience the special conditions 
producing a definite deviation from the ratio a : /;, the futility of his 
endeavors is manifest. Moreover, money is not a standard for the 
measurement of prices; it is a medium whose exchange ratio 

7. Cf. above, pp. 31, 55-56. 
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in the same way. although as a rule not with the san.especdandto 
the same extent, in which the mutual exchange rat.os of the vendible 

“^hal'^Sdwe,. longer upon the exposure of the 

dSIS economics. sp»= «***££% 
pronouncements of >ts a^ocates, not ing has ^ ^ his rc . 
realization of its program. 1 he Into Men \ 

search to the measurement of elasticities of demand fo.^var.ot.s , cc m- 

an ss X fSj 

tain geographical areas and historical periods. H.s res 

commodity, for instance potatoes, do not refer *o po to s n genera . 

but to potatoes in the United States m the > M . r ; f 7 ’’ ' ontrihutions 
They are. at best, rather questional*^ and un-nrf ^^ nm stcp , 
to various chapters of economic historv. • nroffram 

toward the realization of the confused and contrcdictor> P«VJ™ 

of quantitative economics. It must he emphasize futility of 

sg: as 

and equations and thus to adapt them for the solution of P £ 
problems. There is in the field of human action "" " “/ P 
with future events other than that pros ided n 11 1 • f I 

The second field treated by mathematical econors ,sthat«^ ^ 

relation of prices and costs. In dealing ' icimr kct process 
mathematical economists disregard the opcr*^ l< ^^ < f |nonev inhcrcl „ 
and moreover pretend to abstract fr prices and 

in all economic calculations. However. *e 

costs in general and confront pnee. alw3Vsn ,„ncv prices, and 

existence and the use of monc\ . I nec . r-ilrnl ition if not 

costs cannot be taken into ’^Ic" 'm report to terms of money. 

expressed in terms of money. If one docs . ods and S erv- 

costs are expressed in complex quantities g , othcr 

ices to be expended for the proaircmcm of a produc ^ ^ 
hand prices—if this term is applicable .»t . 

I %: •' (Univcrsi,y 

of Chicago Press, 1938), |>p- 4‘»5 _ 4 : 7* 
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mined by barter—are the enumeration of quantities of various goods 
against which the “seller” can exchange a definite supply. The goods 
which arc referred to in such “prices” are not the same to which the 
“costs” refer. A comparison of such prices in kind and costs in kind 
is not feasible. That the seller values the goods he gives away less than 
those he receives in exchange for them, that the seller and the buyer 
disagree with regard to the subjective valuation of the two goods 
exchanged, and that an entrepreneur embarks upon a project only 
if he expects to receive for the product goods that he values higher 
than those expended in their production, all this we know already on 
the ground of praxcological comprehension. It is this aprioristic 
knowledge that enables us to anticipate the conduct of an entrepre¬ 
neur who is in a position to resort to economic calculation. But the 
mathematical economist deludes himself when he pretends to treat 
these problems in a more general way by omitting any reference to 
terms of money. It is vain to investigate instances of nonpcrfcct divisi¬ 
bility of factors of production w ithout reference to economic calcula¬ 
tion in terms of money. Such a scrutiny can never go beyond the 
knowledge already available; namely that every entrepreneur is intent 
upon producing those articles the sale of which will bring him pro¬ 
ceeds that he values higher than the total complex of goods expended 
in their production. But if there is no indirect exchange and if no me¬ 
dium of exchange is in common use, he can succeed, provided he has 
correctly anticipated the future state of the market, only if he is en¬ 
dowed w ith a superhuman intellect. He would have to take in at a 
glance all exchange ratios determined at the market in such a way as to 
assign in his deliberations precisely the place due to every good ac¬ 
cording to these ratios. 

It cannot be denied that all investigations concerning the relation 
of prices and costs presuppose both the use of money and the mar¬ 
ket process. But the mathematical economists shut their eyes to this 
obvious fact. They formulate equations and draw curves which are 
supposed to describe reality. In fact they describe only a hypothetical 
and unrealizable state of affairs, in no way similar to the catallactic 
problems in question. They substitute algebraic symbols for the deter¬ 
minate terms of money as used in economic calculation and believe 
that this procedure renders their reasoning more scientific. They 
strongly impress the gullible layman. In fact they only confuse and 
muddle things w hich arc satisfactorily dealt with in textbooks of 
commercial arithmetic and accountancy. 

Some of these mathematicians have gone so far as to declare that 
economic calculation could be established on the basis of units of 
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utility. They call their methods utility analysis. Their error is shared 

by the third variety of mathematical economics. _ 

The characteristic mark of this third group is that they are open 
and consciously intent upon solving catallact.c problems without 
any reference to the market process. Their ideal is to e n m 
economic theory according to the pattern of mechanics 1 hc> again 
and again resort to analogies with classical mechanics which hi i their 
opinion is the unique and absolute model of scientific impnrv here 
is no need to explain again why this analogy is superfic.a and mis¬ 
leading and in what respects purposive human action rad.call> d Ters 
from motion, the subject matter of mechanics. It is cn.iughtostres 
one point, viz., the practical significance of the differential equations 

in both fields. , , . e 

The deliberations which result in the formulation o an■ equal .on 

are necessarily of a nonmathcmatical character. c o • 

the equation is the consummation of our knowledge; it does not 

directly enlarge our knowledge. Yet, in mechanics the equaton can 

render very important practical services. As there exist constant 

relations between various mechanical elements an as 

can be ascertained by experiments, it becomes po"i > c , j 

tions for the solution of definite technological problem - Our od rn 

industrial civilization is mainly an accomplishment of 

of the differential equations of physics. No such co«.»nt rations 

exist, however, between economic elements. ic M mc ,ual 

latcd by mathematical economics remain a use css 1 

gymnastics and would remain so even if they were to express much 

more than they really do. fundi- 

A sound economic deliberation must never forget these tuo lfi nd 
mental principles of the theory of value: First, valuing « resatom 
action always means preferring and setting aside; “ 

equivalence Second, there is no means of comparing the ' 
of different individuals or the valuations of the same nu ■^als 
different instants other than by establishing whether or not : thenar 
range the alternatives in question in the sanie: °n er«j a „ 

In the imaginary construction of the c . , f* 1 of them 

factors of production arc employed in sue 1 a \\a\ ‘ . 

renders the P ,nost valuable service. No thinkable and po® 1 1 »le c «gc 
could improve the state of satisfaction; no factor is employed or he 
satisfaction of a need „ if this employment prevents he sans actnm 
of a need b that is considered more valuable than ^c-ansfacun 
a. It is, of course, possible to describe this imaginary state oMhe 
allocation of resources in differential equations and to visualize 
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graphically in curves. But such devices do not assert anything about 
the market process. They merely mark out an imaginary situation in 
which the market process would cease to operate. The mathematical 
economists disregard the whole theoretical elucidation of the market 
process and evasively amuse themselves with an auxiliary notion 
employed in its context and devoid of any sense when used outside 
of this context. 

In physics we arc faced with changes occurring in various sense 
phenomena. We discover a regularity in the sequence of these changes 
and these observations lead us to the construction of a science of 
physics. We know nothing about the ultimate forces actuating these 
chant'cs. They arc for the searching mind ultimately given and defy 
any further analysis. What we know from observation is the regular 
concatenation of various observable entities and attributes. It is this 
mutual interdependence of data that the physicist describes in dif¬ 
ferential equations. 

In praxcologv the first fact wc know is that men arc purposively 
intent upon bringing about some changes. It is this knowledge that 
integrates the subject matter of praxcologv and differentiates it from 
the subject matter of the natural sciences. Wc know the forces behind 
the changes, and this aprioristic know ledge.leads us to a cognition of 
the praxeological processes. The physicist does not know' what 
electricity **is.‘ lie knows only phenomena attributed to something 
called electricity. But the economist knows what actuates the market 
process. It is only thanks to this know ledge that he is in a position to 
distinguish market phenomena from cither phenomena and to describe 
the market process. 

Now. the mathematical economists does not contribute anything 
to the elucidation ol the market process, lie merely describes an 
auxiliary makeshift employed by the logical economists as a limiting 
notion, the definition of a state of affairs in v Inch there is no longer 
any action and the market process has conic to a standstill. That is 
all he can say. W liar the logical economist sets forth in words when 
defining the imaginary construct urns of the final state of rest and 
the evenly rotating economy and what the mathematical economist 
himself must describe in words before he embarks upon bis mathe¬ 
matical work, is translated into algebraic symbols. A superficial anal¬ 
ogy is spun out too long, that is all. 

Both the logical and the mathematical economists assert that human 
action ultimately aims at the establishment of such a state of equilib¬ 
rium and would reach it if all further changes in data were to cease. 
But the logical economist knows much more than that. He shows how 
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the activities of enterprising men, the promoters and speculators 
eager to profit from discrepancies in the price structure tend toward 
eradicating such discrepancies and thereby also toward blotting out 
the sources of entrepreneurial profit and loss. He shows how this 
process would finally result in the establishment of the evenly rotating 
economy. This is the task of economic theory. The mathematical 
description of various states of equilibrium is mere play. 1 he problem 

is the analysis of the market process. 

A comparison of both methods of economic analysis makes us 
understand the meaning of the often raised request to en aige t e s <-ope 
of economic science by the construction of a dynamic theory ms e t 
of the mere occupation with static problems. With regard to logical 
economics this postulate is devoid of any sense. Logica economics 
is essentially a theory of processes and changes. It resorts to ' 
aginary constructions of changclessncss merely f"i tic e uci 
of the phenomena of change. But it is different with mathemat 
economics. Its equations and formula are limited to the description 
of states of equilibrium and nonacting. It cannot assert an\ t ung " 
regard to the formation of such states and their transformation into 
other states as long as it remains in the realm of mathematical , - 

dures. As against mathematical economics the request for J 
theory is well substantiated. But there is no means for '-uthematical 
economics to comply with this request. 1 he proicms < | 

analysis, i.e„ the only economic problems that matter, dcf>^n> 
mathematical approach. The introduction of time p.u amc , 

equations is no solution. It does not even indicate t K . 

comings of the mathematical method. T he statements ■ • 

change involves time and that change is always in t ic c 1 
quence are merely a way of expressing the fact that as far as there 
is rigidity and unchangeability there is no time. ic man > . 

of mathematical economics is not the fact that it ignores the ten poral 

sequence, but that it ignores the operation of the mai c \ • 

The mathematical method is at a loss to show how f ru... .^ st tc 

of nonequilibrium those actions spring up w ,lc . cn . . 

establishment of equilibrium. It is. of course, possible to indicate 
mathematical opeJations required for the transformation of the 
mathematical description of a definite state o noneqm 11 
the mathematical de'seription of the state of.tqu, ibr.uim But these 
mathematical operations by no means describe t ic m n P 
actuated by the discrepancies in the price structure. ‘ 
equations of mechanics are supposed to describe precisely the mo ^ 
concerned at any instant of the time traveled through. 1 he economic 
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equations have no reference whatever to conditions as they really are 
in each instant of the time interval between the state of noncquilib- 
rium and that of equilibrium. Only those entirely blinded bv the 
prepossession that economics must be a pale replica of mechanics 
will underrate the weight of this objection. A very imperfect and 
superficial metaphor is not a substitute for the services rendered by 
logical economics. 

In every chapter of catallactics the devastating consequences of 
the mathematical treatment of economics can be tested. It is enough 
to refer to two instances only. One is provided by the so-called 
equation of exchange, the mathematical economists' futile and mis¬ 
leading attempt to deal with changes in the purchasing power of 
money.The second can be best expressed in referring to Professor 
Schumpeter's dictum according to which consumers in evaluating 
consumers’ goods "ipso facto also evaluate the means of production 
which enter into the production of these goods.” 11 It is hardly pos¬ 
sible to construe the market process in a more erroneous way. 

I’conomics is not about goods ami services, it is about the actions 
of living men. Its goal is not to dwell upon imaginary constructions 
such ns equilibrium. These constructions arc only tools of reason¬ 
ing. The sole task of economics is analysis of the actions of men, is the 
analysis of processes. 


fi. Monopoly Prices 

Competitive prices an he .« ?. nmc of a complete adjustment of 
the sellers to the demanu c* ti. consumers. Under the competitive 
price the w hole supply available is sold, anti the specific factors of 
production arc employed to the extent permitted by the prices of 
ilie nonspecific complementary factors. No part of a supply available 
is permanently withheld from the market, and the marginal unit of 
specific factors of production employed does not yield any net 
proceed. I he w hole economic process is conducted for the benefit 
o! the consumers. I here is no conflict between the interests of the 
buyers and those ot the sellers, between the interests of the producers 
and those of the consumers. I he owners of the various commodities 
are not in a position to divert consumption and production from the 
lines enjoined by the state ot supply of goods and services of all 
orders and the state of technological knowledge. 

10. Cf. below, p. u/>. 

n. Cf. Joseph A. Schumpeter, Capitalism, Socialism an A Democracy (New 
York. 104:). |>. 1?;. For a critique of this statement, cf. i layck, “The Use of 
Knowledge in Society,” American Economic Reviev, XXXV, 5:9-550. 
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Every single seller would sec his own proceeds increased if a fall 
in the supply at the disposal of his competitors were to increase the 
price at which he himself could sell his own supply. But on a com¬ 
petitive market he is not in a position to bring about this outcome. 
Except for a privilege derived from government interference with 
business he must submit to the state of the market as it is. 

The entrepreneur in his entrepreneurial capacity is always subject 
to the full supremacy of the consumers. It is different w ith the o\\ ners 
of vendible goods and factors of production and. of course, w ith the 
entrepreneurs in their capacity as owners of such goods and lac tors. 
Under certain conditions they fare better by restricting supp \ an 
selling it at a higher price per unit. The prices thus determined, the 
monopoly prices, are an infringement of the supremacy <> t ic um 
sumers and the democracy of the market. . 

The special conditions'and circumstances required for the erne - 
gcncc of monopoly prices and their catallactic features are. 

i. There must prevail a monopoly of supply. I he whole »«PP'> 
the monopolized commodity is controlled by a single seller or 
group of sellers acting in concert. 1 he monopolist " Kt ’ cl 
individual or a group of individuals is in a position to res c 
supply offered for sale or employed for production in order to ra se 
the price per unit sold and need not fear that his plan will be 
trated by interference on the part of other sellers o t ic sai 

"^Either the monopolist is not in a position to discriminate among 
the buyers or he voluntarily abstains from such discriminant • 

3. The reaction of the buying public to the rise m J>..«| *^ 
the potential competitive price, the fall in demand, is 
render the proceeds resulting from total sales at an\ pnet 
the competitive price smaller than total proceeds resulting 
sales at the competitive price. Hence it is super nous o 
sophisticated disquisitions concerning what must he considered the 
mark of the sameness of an article. It is not necessary to raise he , e - 
tion whether all neckties arc to be called specimens of c * 
article or whether one should distinguish them with regard to fabric 
color, and pattern. An academic delimitation of various articles s 
useless. The only point that counts is the wav in « uc 1 
react to the rise in prices. For the theory of monopo \ [ 
irrelevant to observe that every necktie manufacturer urns 

ferent articles and to call each of them a monopolist, -ata at _ 

not deal with monopoly as such but with monopoly prices. A seller 
12. Price discrimination is dealt with below, pp. 385-388. 
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of neckties which are different from those offered for sale by other 
people could attain monopoly prices only if the buyers did not react 
to anv rise in prices in such a way as to make such a rise disadvanta¬ 
geous for him. 

Monopoly is a prerequisite for the emergence of monopoly prices, 
hut it is not the onlv prerequisite. There is a further condition re¬ 
quired, namely a certain shape of the demand curve. 1 he mere exist¬ 
ence of monopoly does not mean anything. 1 he publisher of a copy¬ 
right book is a monopolist. Rut he may not be able to sell a single 
copy, no matter how low the price he asks. Not every price at which 
a monopolist sells a monopolized commodity is a monopoly price. 
Monopoly prices arc only prices at which it is more advantageous for 
the monopolist to restrict the total amount to be sold than to expand 
his sales to the limit which a competitive market would allow. They 
arc the outcome of a deliberate design tending toward a restriction of 
trade. 


In calling the monopolist’s conduct deliberate, it is not meant to 
suggest that he compares the monopoly price he is asking with the 
competitive price which a hypothetical nonmonopoiized market 

would have determined. It is onlv the economist who contrasts the 

• 

monopoly price \n ith the potential competitive price. In the delibera¬ 
tions of the monopolist who has already got his monopolistic position, 
the competitive price plays no role at all. Like every other seller he 
w ants to realize the highest price attainable. It is only the state of the 
market as conditioned by his monopolistic position on the one hand 
and the conduct of the buyers o»* *hc. other that results in the enter- 
gcncc of monopoly prices. 

h It is a fundamental mistake to assume that there is a third catc- 


goi‘\ 

prices 

dealt 

mono 


o! prices w Inch a- * neither monopoly prices nor competitive 
It wc disregard .. problem of price discrimination to be 
" i f b later, a definite price is either a competitive price or a 
poK price. 1 he assertions to the contrary arc due to the erro¬ 


neous belief that competition is u«*t free or perfect unless everybody 
is in a position to present himself as a seller of a definite’ com¬ 


modity. 


I he available suppK of every commodity is limited. If it were not 
scarce ith regard to the demand of the public, the thing in question 
would not he considered an economic good, and no price would he 
paid for it. Ir is therefore misleading to apply the concept of monopoly 
in such a way as to make it cover the entire field of economic goods. 
Merc limitation of supply is the source of economic value and of 
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all prices paid; as such it is not yet sufficient to generate monopoly 
prices.' 3 

The term monopolistic or imperfect competition is applied today 
to the cases in which there arc some differences in the products <>t 
different producers and sellers. This means that almost all consumers* 
goods are included in the class of monopolized goods. How ever, the 
only question relevant in the study of the determination of prices is 
whether these differences can he used by the seller for a scheme o 
deliberate restriction of supply for the sake of increasing his total 
net proceeds. Only if this is possible and put into effect, can monopoly 
prices emerge as differentiated from competitive prices. It may be 
true that every seller has a clientele which prefers his brand to t lose 
of his competitors and would not stop buying it even if the price w ere 
higher. But the problem for the seller is whether the number of such 
people is great enough to overcompcnsate the reduction ot total sa es 
which the abstention from buying on the part of other people would 
bring about. Only if this is the case, can he consider the substitution 
of monopoly prices for competitive prices advantageous. 

The confusion which led to the idea of imperfect or monopolistic 
competition stems from a misinterpretation of the term coi/no o\ 
supply. Every producer of every product has his share in con¬ 
trolling the supply of all commodities offered for sale. If he h.nl 
produced more a, he would have increased supply and brought about 
a tendency toward a lower price. Rut the question is why he did not 
produce more of a. Was he in restricting his production of a to the 
amount of p intent upon complying to the best of h.s abilities with 
the wishes of the consumers? Or was he intent upon defying the 
orders of the consumers for his own advantage? In the first case he 
did not produce more of a, because increasing the quantity of a be¬ 
yond p would have withdrawn scarce factors of production from 
other branches in which they would have been employed for the 
satisfaction of more urgent needs of the consumers. He ocs not 
produce p + r, but merely p, because such an increase would have 
rendered his business unprofitable or less profitable, while there are 
still other more profitable employments available for capita imest 
ment. In the second case he did not produce r, because it was more 
advantageous for him to leave a part of the available supply o a 
monopolized specific factor of production m unused. If m were not 
monopolized by him, it would have been impossible for him to ex- 

• 3 - Cf. the refutation of the misleading extension of the concept of monopoly 
by Richard T. Ely, Monopolies and Trusts (New York. 1906). pp. 1-36. 
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pcct any advantage from restricting his production of a. His com¬ 
petitors would have filled the gap and he would not have been in a 
position to ask higher prices. 

In dealing with monopoly prices we must always search for the 
monopolized factor m. If no such factor is in the case, no monopoly 
prices can emerge. The first requirement for monopoly prices is the 
existence of a monopolized good. If no quantity of such a good m is 
withheld, there is no opportunity for an entrepreneur to substitute 
monopoly prices for competitive prices. 

Entrepreneurial profit has nothing at all to do with monopoly. If 
an entrepreneur is in a position to sell at monopoly prices, he owes 
this advantage to his monopoly with regard to a monopolized factor 
m. I le earns the specific monopoly gain from his ownership of ?;/, not 
from his specific entrepreneurial activities. 

Let us assume that an accident cuts a city's electrical supply for 
several davs anil forces the residents to resort to candlelight only. 
The price of candles rises to s; at this price the whole supply avail¬ 
able is sold our. The stores selling candles reap a high profit in selling 
their whole supply at s. Bur it could happen that the storekeepers 
combine in order to withhold a part of their stock from the market 


and to sell the rest at a price s 

4 


t. While s would have been the 
competitive price, s q- t is a monopoly price. The surplus earned by 
the storekeepers at the price s -f t over the proceeds they would have 
earned w hen selling at s only is their specific monopoly gain. 

It is immaterial in what way the storekeepers bring about the 
restriction of the supply offered for sale. The physical destruction of 
a part of the supply available is the classical case of monopolistic 
action. Only a short time ago it was practiced bv the Brazilian govern¬ 
ment in burning large quantities of coffee. But the same effect can be 
attained by leaving a part of the supply unused. 

W hile there constantly prevails a tendency to make profits dis¬ 
appear, the specific monopoly gain is a permanent phenomenon and 
can disappear only with a change in the market data. While profits 
are incompatible w ith the imaginary construction of the evenly rotat¬ 
ing economy, monopoly prices and specific monopoly gains arc not. 

5. The competitive price is determined by the state of the market. 
There prevails on a competitive marker a tendency toward the dis¬ 
appearance of differences in prices and the establishment of a uniform 
price. With regard to monopoly prices things arc different. If it is 
possible for the seller to increase his net proceeds by restricting sales 
and increasing prices per unit sold, then as a rule there arc several 
monopoly prices which satisfy this condition. As a rule one of these 
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monopoly prices yields the highest net proceeds. But it may also 
happen that various monopoly prices arc equally advantageous to 
the monopolist. We may call this monopoly price or these monopoly 
prices most advantageous to the monopolist the optimum monopoly 
price or the optimum monopoly prices. 

6. The monopolist does not know beforehand in what way the con¬ 
sumers will react to a rise in prices. He must resort to trial and error 
in his endeavors to find out whether the monopolized good can be 
sold to his advantage at anv price exceeding the competitive price 
and, if this is so, which of various possible monopoly prices is the 
optimum monopoly price or one of the optimum monopoly prices. 
This is in practice'much more difficult than the economist assumes 
when, in drawing demand curves, he ascribes perfect forcsig u to t ic 
monopolist. We must therefore list as a special condition required or 
the appearance of monopoly prices the monopolist s a >1 it\ to i is 

cover such prices. . 

7. A special case is provided bv the incomplete monopoly, he 
greater part of the total supply available is owned by the inonopo ist, 
the rest is owned by one or several men w ho arc not prepared to co¬ 
operate with the monopolist in a scheme for restricting sales and 
bringing about monopoly prices. However, the reluctance o 1 KS <- 
outsiders docs not prevent the establishment of monopoly prices 1 
the portion p, controlled by the monopolist is large enough w hen com¬ 
pared with the sum of the outsiders* portions p,. Let us assume that 
the whole supply (p = p, + p,> can be sold at the price c per unit and 

a supply of p — 2 at the monopoly price </. If d (p. ,s c 

than c p„ it is to the advantage of the monopolist to embark upon . 

. monopolistic restriction of his sales, no matter w hat the conduct ot t he 
outsiders may be. They may go on selling at the price c or t k \ ma\ 
raise their prices up to the maximum of </. 1 he only point t lat c°i s 
is that the outsiders arc not w illing to put up w ith a ice uc turn in \c 
quantity which they themselves arc selling. 1 he whole ret ucnon - 
quired must be borne by the owner of p,. 1 his influences us p . 
and will as a rule result in the emergence of a monopoly price w Inch 
is different from that which would have been established under com¬ 


plete monopoly. 14 . . . , 

8. Duopoly and oligopoly arc not special varieties of monopoly 
prices, but merely a variety of the methods applied for t >c cs a > in 
ment of a monopoly price. Two or several men own the whole supply ■ 
They all arc prepared to sell at monopoly prices and to restrict their 

■ 4- It is obvious that an incomplete monopoly scheme is bound to collapse if 
the outsiders come into a position to expand their sales. 
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total sales accordingly. But for some reason they do not want to act 
in concert. Each of them goes his ow n way w ithout any formal or 
tacit agreement with his competitors. But each of them knows also 
that his rivals arc intent upon a monopolistic restriction of their sales 
in order to reap higher prices per unit and specific monopoly gains. 
Each of them watches carefully the conduct of his rivals and tries 
to adjust his own plans to their actions. A succession of moves and 
countermoves, a mutual outw itting results, the outcome of w'hich 
depends on the personal cunning of the adverse parties. The duopolists 
and oligopolists have two objectives in mind: to find out the monopoly 
price most advantageous to the sellers on the one hand and to shift 
as much as possible of the burden of restricting rhe amount of sales 
to their rivals. Precisely because they do not agree with regard to the 
quotas of the reduced amount of sales to be allotted to each party, 
thev do nor act in concert as the members of a cartel do. 

One must not confuse duopolv and oligopoly with the incomplete 
monopoly or with competition aiming at the establishment of monop- 
olv. In the ease of incomplete monopoly only the monopolistic group 
is prepared to restrict its sales in order to make a monopoly' price pre¬ 
vail. the other sellers decline to restrict their sales. But duopolists and 
oligopolists are ready to v irhhold a part of their supply from the mar¬ 
ket. In the case of price slashing one group A plans to attain full mo- 
nopo|\ or incomplete monopoly by forcing all or most of its com¬ 
petitors. tin- Ks. to go our of business. It cuts prices to a level which 
makes selling ruinous to its more vulnerable competitors. A may also 
incur losses b\ selling at this low rate; but it is iti a position to undergo 
such losses lor a longer time than the others and it is confident that 
it will make good for them later by ample monopoly gains. This 
process has nothing to do w ith monopoly prices. It is a scheme for the 
attainment «»1 \ monopoly position. 

One may wonder whether duopoly and oligopoly arc of practical 
significance. As a rule the parties concerned will come to at least 
a tacit understanding concerning their quotas of the reduced amount 
of sales. 

o. I he monopolized good by whose partial withholding from the 
market the monopoly prices arc made to prcyail can be either a good 
of the lowest order or a good of a higher order, n factor of production. 
Ir may consist in the control of the technological know ledge required 
for production, the ‘ recipe.'' Such recipes are as a rule free goods as 
their ability to produce definite effects is unlimited. They can"become 
economic goods only if they arc monopolized and their use is re¬ 
stricted. Any price paid for the services rendered by a recipe is al- 
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ways a monopoly price. It is immaterial whether the restriction of a 
recipe’s use is made possible by institutional conditions—such as 
patents and copyright laws—or by the fact that a formula is kept 
secret and other people fail to guess it. 

The complementary factor of production the monopolization of 
which can result in the establishment of monopoly prices may also 
consist in a man’s opportunity to make his cooperation in the pro ac¬ 
tion of a good known to consumers who attribute to this cooperation 
a special significance. This opportunity may be given either by the 
nature of the commodities or services in question or by institution.! 
provisions such as protection of trade-marks. 1 he reasons \\ n t it 
consumers value the contribution of a man or a firm so high > a,c 
manifold. They may be: special confidence placed on the individual 
or firm concerned on account of previous experience; 1 mere \ >ase 
less prejudice or error; snobbishness; magic or metaphysical pre¬ 
possessions whose groundlessness is ridiculed by more reason.! > c 
people. A drug marked by a trade-mark may not differ in its chemical 
structure and its physiological efficacy from other compounds not 
marked with the same label. However, if the buyers attach a special 
significance to this label and are ready to pay higher prices or t u 
product marked with it, the seller can, provided the configuration of 

demand is propitious, reap monopoly prices. 

The monopoly which enables the monopolist to restrict the amount 
offered without counteraction on the part of other people can tons,s 
in the greater productivity of a factor which he has at us i isposa as 
against the lower productivity of the corresponding faccoi at tu 
disposal of his potential competitors. If the margin ictwccn 
higher productivity of his supply of the monopolized factor and that 
of his potential competitors is broad enough for the emergence o 
monopoly price, a situation results which we may ca margin mo 


nopoly.*** * 

het us illustrate margin monopoly by referring to its most e 
quent instance in present-day conditions, the power o a p-° cc 
tariff to generate a monopoly price under special circumstances. 
Atlantis puts a tariff t on the importation of each unit o t ic c<> 
-nodity p the world market price of which is *. If domestic consump¬ 
tion of p in Atlantis at the price 5 -|- f is * and domestic production of 
P is b, b being smaller than then the costs of the marginal dealer 


■S* Cf. below, pp. J76-J80, on good will. , . ( . 

16. The use of this term “margin monopoly is, hkc t 1a <» 
optional. It would be vain to object that every other monopoly 
monopoly prices could also be called a margin monopoly. 


>tlicr. 
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s -f- t. The domestic plants arc in a position to sell their total output at 
the price s 4 - t. The tariff is effective and offers to domestic business 
the incentive to expand the production of p from b to a quantity 
slightly smaller than a. But if b is greater than a , things arc different. 
If we assume that b is so large that even at the price s domestic con¬ 
sumption lags behind it and the surplus must be exported and sold 
abroad, the imposition of a tariff docs not affect the price of p. Both 
the domestic and the world market price of p remain unchanged. 
However the tariff, in discriminating between domestic and foreign 
production of p. accords to the domestic plants a privilege which 
can be used for a monopolistic combine, provided certain further 
conditions arc present. If it is possible to find within the margin be¬ 
tween s t and $ a monopoly price, it becomes lucrative for the 
domestic enterprises to form a cartel. The cartel sells in the home 
market of Atlantis at a monopoly price and disposes of the surplus 
abroad at the w orld market price. Of course, as the quantity of p 
offered at the world marker increases as a consequence of the re¬ 
striction of the quantity sold in Atlantis, the world market price drops 
from y to $,. It is therefore a further requirement for the emergence 
of the domestic monopoly price that the total restriction in proceeds 
resulting from this fall in the world market price is not so great as 
to absorb the whole monnpolv gain of the domestic cartel. 

In the long run such a national cartel cannot preserve its monopo¬ 
listic position il entrance into its branch of production is free to 
newcomers. I he monopolized factor the services of which the cartel 


restricts i ts far as the domestic market is concerned) for the sake of 
monopoly prices is a geographical condition which can easily be 
duplicated by every new investor who establishes a new plant within 
tlte borders of Atlantis. I tulcr modern industrial conditions, the 
characteristic feature of which is steady technological progress, the 
latest plant will as a rule be more efficient than the older plants and 
produce at lower average costs. The incentive to prospective new¬ 
comers is therefore twofold. It consists not onlv in the monopoly gain 
of the cartel members, but also in the possibility of outstripping 
them by lower costs of production. 

Here again institutions come to the aid of the old firms that form 
the cartel. The patents give them a legal monopoly w hich nobody 
may infringe. Of course, only some of their production processes 
may be protected by patents. But a competitor who is prevented 
from resorting to these processes and to the production of the articles 
concerned may be handicapped in such a serious w ay that he cannot 
consider entrance into the field of the cartelized industry. 
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The owner of a patent enjoys a legal monopoly which, other condi¬ 
tions being propitious, can be used for the attainment of monopoly 
prices. Beyond the field covered by the patent itself a patent may 
render auxiliary services in the establishment and preservation of mar¬ 
gin monopoly where the primary institutional conditions for the emer¬ 
gence of such a monopoly prevail. 

We may assume that some world cartels would exist even in the 
absence of any government interference which provides for other 
commodities the indispensable conditions required for the construc¬ 
tion of a monopolistic combine. There arc some commodities, c.g., 
diamonds and mercury, the supply of which is by nature limited to 
a few sources. The owners of these resources can easily be united tor 
concerted action. But such cartels would play only a minor role in 
the setting of world production. Their economic significance would 
be rather small. The important place that cartels occupy m out time 
is an outcome of the interventionist policies adopted by tie govern 
ments of all countries. The great monopoly problem mankind has to 
face today is not an outgrowth of the operation of the market econ¬ 
omy. It is a product of purposive action on the part o gmernmen s. 
It is not one of the evils inherent in capitalism as the demagogues 
trumpet. It is, on the contrary, the fruit of policies hostile to capitalism 
and intent upon sabotaging and destroying its operation. 

The classical country of the cartels was Germany. In the last dec adc 
of the nineteenth ccnturv the German Reich embar ci upon • 
scheme of Sozialpolitik. The idea was to raise the income and he 
standard of living of the wage-earners by varmus measures o u ha 
is called prolabor legislation, by the much glorifies isinai c . p • 
social security, and by labor-union pressure and compu si<> 1 
attainment of higher wage rates. The advocates of this police dc d 
the warnings of the economists. '1 here is no sue 1 t iing as 11 
law, they announced. The Hohcnzollcrn Empire which had defeated 
the Emperors of Austria and of France and before which he mm ns 

of the world trembled was above any law. Its w il " " 1 

In stark reality the Sozialpolitik raised costs of pioduction " "'"n 
Germany. Every progress of the alleged prolabor legislation and 
every successful strike disarranged industrial conditions to he dis¬ 
advantage of the German enterprises. It made it liar cr " 
outdo foreign competitors for whom the domestic c\ cuts o . • 

did not raise costs of production. If the Germans had been m a po ¬ 
tion to renounce the export of manufactures an to proe ucc oi 
the domestic market, the tariff could have sheltered the German 
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plants against the intensified competition of foreign business. They 
would have been in a position to reap higher prices. What the wage 
earner would have profited from the achievements of the legislature 
and the unions, would have been absorbed by the higher prices he 
would have had to pay for the articles he bought. Real wage rates 
would have risen only to the extent the entrepreneurs could improve 
technological procedures and thereby increase the productivity of 
labor. The tariff would have rendered the Sozialpolitik harmless in 
preventing a spread of unemployment. 

But Germany is, and was already at the time Bismarck inaugurated 
his prolabor policy, a predominantly industrial country. Its plants 
exported a considerable part of their total output. These exports 
enabled the Germans to import the foodstuffs and raw materials 
they could not grow in their own country, comparatively over- 
populated and poorly endowed with natural resources as it was. As 
has been pointed out above, such a surplus production renders a 
protective tariff ineffective. Only cartels could free Germany from 
the catastrophic consequences of its “progressive" prolabor policies. 
The carrels charged monopoly prices at home and sold abroad at 
cheaper prices. The cartels arc the necessary accompaniment and 
upshot of a "progressive" labor policy as far as it affects industries 
dependent on foreign markets. The cartels do not, of course, safe¬ 
guard for the wage earners the illusory social gains which the labor 
politicians and the union leaders promise them. There is no means 
of raising wage rues for all those eager to earn wages above the 
height determined by the productivity of each kind of labor. What 
the cartels achieved was merely to counterbalance the apparent 
gains in nominal w age rates by corresponding increases in domestic 
commodity prices. But the most disastrous effect of minimum w age 
rates, permanent mass urn nployment, was at first avoided. 

(icrmany w as not the h • < country that resorted to “prolabor" Icgis- 
laiion and gave it*, labor unions a free hand to enforce minimum wage 
rates. Other countiics hail preceded Germany in this respect. But 
the oppositon which these policies had encountered on the part of 
economists, reasonable statesmen, and businessmen had for many 
years put a check upon the progress of these destructive methods of 
government. For the most part their alleged benefits did not grant 
the wage earners more than thc\ had already w on, without any inter¬ 
ference on the part of the government, by the technological improve¬ 
ments which never cease under capitalism. When in some cases the 
government had gone a little farther, the propulsive evolution of 
business in a very short time made things even. But in later years, 
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especially after die end of the first World War, all other nations 
adopted for their labor policies the thorough methods of the Germans. 
Again the cartel had to supplement the "prolabor" policies in order 
to conceal their futility and to postpone for a time their manifest 

fiasco. . 

With all industries which cannot content themselves with the 
domestic market and are intent upon selling a part of their output 
abroad the function of the tariff, in this age of government inter¬ 
ference with business, is to enable the establishment of domestic mo¬ 
nopoly prices. Whatever the purpose and the effects of tariffs mas 
have been in the past, as soon as an exporting country embarks upon 
measures designed to increase the revenues of the wage earners or t k 
farmers above the potential market rates, it must foster schemes which 
result in domestic monopoly prices for the commodities concerned. 
A national government’s might is limited to the territory sub,ect to its 
sovereignty. It has the power to raise domestic costs of production. 
It does not have the power to force foreigners to pay correspondingly 
higher prices for the products. If exports arc not to be discontinued, 
they must be subsidized. The subsidy can be paid openly >> the 
treasury or its burden can be imposed upon the consumers > <■ 


cartel’s monopoly prices. . . .. 

The advocates of government interference with business ascribe *> 
the “State” the power to benefit certain groups within the framework 
of the market by a mere fiat. In fact this power is the government s 
power to foster monopolistic combines. 1 he monopoly gams ar 
funds out of which the “social gains” are financed. As far as these 
monopoly gains do not suffice, the various measures o iiuei \cn 
ism immediately paralyze the operation of the mat ct * ” ,ass u . 
ployment, depression, and capital consumption appear. us exp• 
the eagerness of all contemporary governments to ostcr mo P 
in all those sectors of the market which arc in some w.n ot 

connected with export trade. . ... . 

If a government docs not or cannot succeed m attaining its n - 
nopolistic aims indirectly, it resorts to direct action. In the fie d 
coal and potash the Imperial Government of Germany Mtablishe 
compulsory cartels. The American New Deal was presen c . 
opposition of business from organizing the nations great in 
on an obligatory cartel basis. It succeeded better in some vital tranche, 
of farming with measures designed to restrict output or t c 
of monopoly prices. A long series of agreements cone u c c 
the world’s most prominent governments aimed at the cstablishmc 
of world-market monopoly prices for various raw materia s an 
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stuffs. 17 It is the avow ed purpose of the United Nations to continue 
these plans. 

It is necessary to view this promonopoly policy of the contempo¬ 
rary governments as a uniform phenomenon in order to discern the 
reasons which motivated it. From the catallactic point of view these 
monopolies are not uniform. The contractual cartels into which entre¬ 
preneurs enter in taking advantage of the incentive offered bv pro¬ 
tective tariffs are instances of margin monopoly. Where the govern¬ 
ment directly fosters monopoly prices we arc faced with instances of 
license monopoly. The factor of production by the restriction of the 
use of which the monopoly price is brought about is the license 
which the laws make a requisite for supplying the consumers. 

Such licenses may be granted in different ways: 

(a) An unlimited license is granted to practically every applicant. 
This amounts to a state of affairs under which no license at all is re¬ 
quired. 

(b) Licenses arc granted only to selected applicants. Competition 
is restricted. However, monopoly prices can emerge only if the 
licensees act in concert and the configuration of demand is propi¬ 


tious. 

(<*) There is only one licensee. The licensee, c.g., the holder of 
a patent or a copyright, is a monopolist. If the configuration of the 
demand is propitious and if the licensee wants to reap monopoly gains, 
he can ask monopoly prices. 


(»/) I he licenses granted are limited. They confer upon the licensee 
only the right to produce or to sell a definite quantity, in order to 
prevent him from disarranging the authority's scheme. The authority 
itself directs the establishment of monopoly prices. 

finally there arc the instances in which a government establishes a 
monopoly for fiscal purposes. I he monopoly gains go to the treas¬ 
ury. .Many Furopcan governments have instituted tobacco monop¬ 
olies. Others have monopolized salt, matches, telegraph and telephone 
service, broadcasting, and so on. Without exception every country 
has a government monopoly of the postal service. 

10. Margin monopoly need not always owe its appearance to an 
institutional factor such as tariffs. It can also he produced by sufficient 
differences in the fertility or productivity of some factors of produc¬ 
tion. 

It has already been said that it is a serious blunder to speak of a land 
monopoly and to refer to monopoly prices and monopoly gains in 


17. A collection of these agreements was published in 194* bv the International 
Labor Office under the title Intergovernmental Connnodity Control Agreetnents. 
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explaining the prices of agricultural products and the rent of land. 
As far as history is confronted with instances of monopoly prices 
for agricultural products, it was license monopoly fostered by govern¬ 
ment decree. However the acknowledgment of these facts docs not 
mean that differences in the fertility of the soil could never bring about 
monopoly prices. If the difference between the fertility of the poorest 
soil still tilled and the richest fallow fields available for an expansion 
of production were so great as to enable the owners of the a reac \ 
exploited soil to find an advantageous monopoly price within this 
margin, they could consider restricting production by concerted 
action in order to reap monopoly prices. But it is a fact that physical 
conditions in agriculture do not comply with these requirements. 
It is precisely on account of this fact that farmers longing for mo¬ 
nopoly prices do not resort to spontaneous action but ask for the in¬ 
terference of governments. 

In various branches of mining conditions arc often more propitious 
for the emergence of monopoly prices based on margin monopo \. 

it. It has been asserted again'and again that the economies of big- 
scalc production have generated a tendency toward monopoly prices 
in the processing industries. Such a monopoly would be called in our 

terminology a margin monopoly. 

Before entering into a discussion of this topic one must clarify the 
role an increase or decrease in the unit’s average cost o pro* uction 
plays in the considerations of a monopolist searching for tic most 
advantageous monopoly price. We consider a case in w hie i1 ic ow ni i 
of a monopolized complementary factor of production, c.g., a patent 
at the same time manufactures the product p. If the average cost o 
production of one unit of p, without any regard to the patent, de¬ 
creases with the increase in the quantity produced, t ic monopo is 
must weigh this against the gains expected from the restriction 
output. If on the other hand cost of production per unit c ccrcases 
with the restriction of total production, the incentive to embark upon 
monopolistic restraint is augmented. It is obvious that t ic mere k 
that big-scale production tends as a rule to lower average costs of 
production is in itself not a factor driving toward the emergence 
of monopoly prices. It is rather a checking factor. . - 

What those who blame the economics of big-sca c pro uction or 
the spread of monopoly prices arc trying to say is t lat t ic 
efficiency of big-scale production makes it difficult or even nnpos 
for small-scale plants to compete successfully. A big-sca c p ant cou t, 
they believe, resort to monopoly prices with impunity because small 
business is not in a position to challenge its monopoly. Now, it is cer 
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tainlv true tlv.it in many branches of the processing industries it would 
be foolish to enter the market with the high-cost products of small, 
inadequate plants. A modern cotton mill does not need to fear the 
competition of old-fashioned distaffs; its rivals are other more or less 
adequately equipped mills. But this docs not mean that it enjoys the 
opportunity of selling at monopoly prices. There is competition 
between bit* businesses too. If monopoly prices prevail in the sale of 
the products of big-size business, the reasons arc either patents or 
monopoly in the ownership of mines or other sources of raw material 
or cartels based on tariffs. 

One must not confuse the notions of monopoly and of monopoly 
prices. Mere monopoly as such is catallactically of no importance if 
it does not result in monopoly prices. Monopoly prices are conse¬ 
quential only because they are the outcome of a conduct of business 
defying the supremacy of the consumers and substituting the private 
interests of the monopolist for those of the public. They arc the only 
instance in the operation of a market economy in w hich the distinc¬ 
tion between production for profit and production for use could to 
some extent be made if one were prepared to disregard the fact that 
monopoly gains have nothing at all to do with profits proper. They 
arc not a part of w hat catallactics can call profits; thev arc an increase 
in the price earned from the sale of the services rendered by some 
factors of production, some of these factors being physical factors, 
some of them merely institutional. If the entrepreneurs and capitalists 
in the absence of a monopoly price constellation abstain from ex¬ 
panding production in a certain branch of industry because the op¬ 
portunities offered to them in other branches are more attractive, they 
do not act in defiance of the wants of the consumers. On the contrary, 
thes follow precisely the line indicated by the demand as expressed 
on the market. 

I he political bias which has obfuscated the discussion of the mo¬ 
nopoly problem has neglected to pa\ attention to the essential issues 
involved. In dealing with every case of monopoly prices one must 
first of all raise the question of what obstacles restrain people from 
challenging the monopolists. In answering this question one discovers 
the role pla\ cd in the emergence of monopoly prices by institutional 
factors. It is* nonsense ti» speak of conspiracy with regard to the 
deals between American firms and (ierman cartels. If an American 
wanted to manufacture* an article protected by a patent owned by 
(iermans, he was compelled by the American iaw to come to an ar¬ 
rangement with German business. 

i:. A special case is what may be called the failure monopoly. 
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In the past capitalists invested funds in a plant designed for the 
production of the article p. Later events proved the investment a 
failure. The prices which can be obtained in selling p arc so low that 
the capital invested in the plant’s inconvertible equipment does nor 
yield a return. It is lost. However, these prices arc high enough to 
yield a reasonable return for the variable capital to be employed for 
the current production of p. If the irrevocable loss of the capital in¬ 
vested in the inconvertible equipment is written off on the books and 
all corresponding alterations arc made in the accounts, the reduced 
capital working in the conduct of the business is by and large so 
profitable that it would be a new mistake to stop production alto¬ 
gether. The plant works at full capacity producing the quantity q of p 
and selling the unit at the price s. 

But conditions may be such that it is possible for the enterprise 
to reap a monopoly gain by restricting output to <7/2 and selling t \c 
unit of p at the price 3 s. Then the capital invested in the incom erti > c 
equipment no longer appears completely lost. It yields a modest re¬ 
turn, namely, the monopoly gain. 

This enterprise now sells at monopoly prices and reaps monopoly 
gains although the total capital invested yields little when comparec 
with what the investors would have earned if they had invested m 
other lines of business. The enterprise withholds from the marker 
the services which the unused production capacity of its durable 
equipment could render and fares better than it would by producing 
at full capacity. It defies the orders of the public. The public \\ould 
have been in a better position if the investors had avoided the mista c 
of immobilizing a part of their capital in the production of p- 1 hey 
would, of course, not get any p. But they would instead obtain those 
articles which they miss now because the capital required for then- 
production has been wasted in the construction of an aggregate 01 
the production of p. However, as things are now after this 11 repaia > e 
fault has been committed, they want to get more of p and are ready 
to pay for it what is now its potential competitive market price, 
namely, s. They do not approve, as conditions arc now, the action o 
the enterprise'in withholding an amount of variable capital from 
employment for the production of p. '1 his amount certain \ t ocs no 
remain unused. It goes into other lines of business and pro uccs t lcrc 
something else, namely, vu But as conditions are now, the consumers 
would prefer an increase of the available quantity of p to an increase 
in the available quantity of in. The proof is that in the absence of a mo¬ 
nopolistic restriction of the capacity for the production «> p, ns ,r ls 
under given conditions, the profitability of a production of the quan- 
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tity q of s would be such that it would pay better than an increase in the 
quantity of the article m produced. 

There are two distinctive features of this case. First, the monopoly 
prices paid by the buyers are still lower than the total cost of produc¬ 
tion of p would be if full account is taken of the whole input of the 
investors. Second, the monopoly gains of the firm are so small that 
they do not make the total venture appear a good investment. It re¬ 
mains malinvestment. It is precisely this fact that constitutes the mo¬ 
nopolistic position of the firm. No outsider wants to enter its field of 
entrepreneurial activity because the production of p results in losses. 

Failure monopoly is by no means a merely academic construction. 
It is, for instance, actual today in the case of some railroad companies. 
But one must guard against the mistake of interpreting every instance 
of unused production capacity as a failure monopoly. Even in the 
absence of monopoly it may be more profitable to employ variable 
capital for other purposes instead of expanding a firm’s production 
to the limit fixed by the capacity of its durable inconvertible equip¬ 
ment; then the output restriction complies precisely with the state 
of the competitive market and the wishes of the public. 

13. Local monopolies arc, as a rule, of institutional origin. But 
there arc also local monopolies which originate out of conditions of the 
unhampered market. Often the institutional monopoly is designed to 
deal with a monopoly which came into existence or would be likely to 
come into existence without any authoritarian interference with the 
market. 

A catallactic classification of local monopolies must distinguish 
three groups: margin monopoly, limited-space monopoly and license 
monopoly. 

A local margin monopoly is characterized by the fact that the barrier 
preventing outsiders from competing on the local market and break¬ 
ing the monopoly of the local sellers is the comparative height of 
transportation costs. No tariffs arc needed to grant limited protection 
to a firm which owns all the adjacent natural resources required for 
the production of bricks against the competition of far distant tile 
works. The costs of transportation provide them with a margin in 
which, the configuration of demand being propitious, an advantageous 
monopoly price can be found. 

So far local margin monopolies do not differ catallacticallv from 
other instances of margin monopoly. What distinguishes them and 
makes it necessary to deal with them in a special way is their relation 
to the rent of urban land on the one hand and their relation to city 
development on the other. 
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Let us assume that an area A offering favorable conditions for the 
aggregation of an increasing urban population is subject to monopoly 
prices for building materials Consequently building costs are higher 
than they would be in the absence of such a monopoly. But there is 
no reason for those weighing the pros and cons of choosing the loca¬ 
tion of their homes and their workshops in A to pay higher prices for 
the purchase or the renting of such houses and workshops. 1 hese 
prices are determined on the one hand by the corresponding prices in 
other areas and on the other by the advantages which settling in .* 
offers when compared with settling somewhere else. 1 he hig icr ex¬ 
penditure required for construction docs not affect these prices, 
its incidence falls upon the yield of land. The burden of the mo¬ 
nopoly gains of the sellers of building materials falls on the ow ners o 
the urban soil. These gains absorb proceeds which in their absence 
would go to these owners. Even in the—not very likely—case that 
the demand for houses and workshops is such as to make it possible tor 
the owners of the land to attain monopoly prices in selling and leasing, 
the monopoly prices of the building materials would affect on \ t k* 
proceeds of the landowners, not the prices to be paid by the buyers or 
tenants. 

The fact that the burden of the monopoly gains reverts to the price 
of urban employment of the land docs not mean that it oes not 
check the growth of the city. It postpones the employment of the 
peripheral land for the expansion of the urban settlement. 1 he instant 
at which it becomes advantageous for the owner of a piece <> su >m > >n 
land to withdraw it from agricultural or other nonurban emp o\ - 
ment and to use it for urban development appears at a later c ate. 

Now arresting a city’s development is a two-edged :Kt,<>n * * s 
usefulness for the monopolist is ambiguous. He cannot know w nticr 
future conditions will be such as to attract more people to /I, the oim 
market for his products. One of the attractions a city offers to new¬ 
comers is its bigness, the multitude of its population. Industry and 
commerce tend toward centers. If the monopolist’s action dclaxs the 
growth of the urban community, it may direct the stream tow arc 
other places. An opportunity may be missed which nc\ er comes >K '• 
Greater proceeds in the future may he sacrificed to comparative) 
small short-run gains. , . . 

It is therefore at least questionable whether the owner o a c. 
margin monopoly in the lone run serves his own interests we »> 
embarking upon selling at monopoly prices. It would often >c more 
advantageous for him to discriminate between the various u> crs - c 
could sell at higher prices for construction projects in the centia 
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parts of the city and at lower prices for such projects in peripheral 
districts. The range of local margin monopoly is more restricted than 
is generally assumed. 

Limited-space monopoly is the outcome of the fact that physical 
conditions restrict the field of operation in such a way that only one 
or a few enterprises can enter it. Monopoly emerges when there is 
only one enterprise in the field or when the few operating enter¬ 
prises combine for concerted action. 

It is sometimes possible for two competing trolley companies to 
operate in the same streets of a city. There were instances in which 
two or even more companies shared in supplying the residents of 
an area with gas, electricity, and telephone service. But even in such 
exceptional cases there is hardly any real competition. Conditions 
suggest to the rivals that they combine at least tacitly. The narrow¬ 
ness of the space results, one way or another, in monopoly. 

In practice limited-space monopoly is closely connected with 
license monopoly. It is practically impossible to enter the field with¬ 
out an understanding with the local authorities controlling the streets 
and their subsoil. Even in the absence of laws requiring a franchise 
for the establishment of public utility services, it would be necessary 
for the enterprises to come to an agreement with the municipal 
authorities. Whether or not such agreements are to be legally de¬ 
scribed as franchises is unimportant. 

Monopoly, of course, need not result in monopoly prices. It de¬ 
pends on the special data of each case whether or not a monopolistic 
public utility company could resort to monopoly prices. But there 
are certainly cases in which it can. It may be that the company is 
ill-advised in choosing a monopoly-price policy and that it would bet¬ 
ter serve its long-run interests by lower prices. But there is no 
guarantee that a monopolist will find out what is most advantageous 
for him. 

One must realize that limited-space monopoly may often result in 
monopoly prices. In this case we arc confronted with a situation in 
which the market process docs not accomplish its democratic func¬ 
tion.' 18 

Private enterprise is very unpopular with our contemporaries. Pri¬ 
vate ownership of the means of production is especially disliked in 
those fields in which limited-space monopoly emerges even if the 
company does not charge monopoly prices and even if its business 
yields only small profits or results in losses. A “public utility” com¬ 
pany is in the eyes of the interventionist and socialist politicians a 

18. About the significance of this fact sec below, pp. 676-678. 
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public enemy. The voters approve of any evil inflicted upon it by 
the authorities. It is generally assumed that these enterprises should 
be nationalized or municipalized. Monopoly gains, it is said, must 
never go to private citizens. They should go to the public funds ex¬ 
clusively. 

The outcome of the municipalization and nationalization policies 
of the last decades was almost without exception financial failure, 
poor service, and political corruption. Blinded by their anticapira - 
istic prejudices people condone poor service and corruption and for 
a long time did not bother about the financial failure. I low ever, t us 
failure is one of the factors w hich contributed to the emergence o 


the present-day crisis of interventionism. 1 '' 

14. It is customary to characterize traditional labor-union p<> kks 
as monopolistic schemes aiming at the substitution of monopoly w age 
rates for competitive wage rates. However, as a rule labor unions 1 o 
not aim at monopoly wage rates. A union is intent upon restricting 
competition on its own sector of the labor market in ordci to raise 
its wage rates. But restriction of competition and monopoly price 
policy must not be confused. The characteristic feature of monopoly 
prices is the fact that the sale of only a part /> of the total supply 
available nets higher proceeds than the sale of V. The monopolist earns 
a monopoly gain by' withholding /* — p from the market. It is not 
the height of this gain that marks the monopoly price situation as 
such, but the purposive action of the monopolists in bringing it a >out . 
I he monopolist Is concerned with the employment of the w v» c 
stock available. He is equally interested in every fraction of this 
stock. If a part of it remains unused, it is his loss. Nonetheless he 
chooses to have a part unused because under the prevailing configura¬ 
tion of demand it is more advantageous for him to protect m. tm 
way. It is the peculiar state of the market that motivates his decision. 
The monopoly which is one of the two indispensable conditions ot 
the emergence of monopoly prices may be—and is as a 1 u c t ic 
product of an institutional interference with the market data, ut t icsc 
external forces do not directly result in monopoly prices. Only 1 a 
second requirement is fulfilled is the opportunity for monopolistic 


action set. 

It is different in the case of simple supply restriction. Here t ic 
authors of the restriction arc not concerned with what may happen 
to the part of the supply they bar from access to the market. ic ate 
of the people who own this part docs not matter to them. ,c > nrc 
looking only at that part of the supply which remains on the market. 

* 9 - See below, pp. 851-853. 
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Monopolistic action is advantageous for the monopolist only if total 
net proceeds at a monopoly price exceed total net proceeds at the 
potential competitive price. Restrictive action is always advantageous 
for the privileged group and disadvantageous for those whom it ex¬ 
cludes from the market. It always raises the price per unit and there¬ 
fore the total net proceeds of the privileged group. The losses of the 
excluded group arc not taken into account. 

It may happen that the benefits which the privileged group derives 
from the restriction of competition arc much more lucrative for them 
than any imaginable monopoly price policy could be. But this is an¬ 
other question. It docs not blot out the catallactic differences between 
these two modes of action. 

The prevailing labor-union policies arc restrictive and not mo¬ 
nopoly price policies. The unions arc intent upon restricting the sup¬ 
ply of labor in their field without bothering about the fate of those 
excluded. They have succeeded in every comparatively underpopu¬ 
lated country in erecting immigration barriers. Thus they preserve 
their comparatively high wage rates. The excluded foreign workers 
are forced to stay in their countries in which the marginal produc¬ 
tivity of labor, and consequently wage rates, arc lower. The tendency 
toward an equalization of wage rates which prevails under free 
mobility of labor from country to country is paralyzed. On the domes¬ 
tic market the unions do not tolerate the competition of nonunionized 
workers and admit only a restricted number to union membership. 
I hose not admitted must go into less remunerative jobs or must re¬ 
main unemployed. The unions arc not interested in the fate of these 
people. 

I ven if a union takes over the responsibility for its unemployed 
members and pays them, out of the contributions of its employed 
members, unemployment doles not lower than the earnings of the 
employed members, its action is not a monopoly price policy. For 
the unemployed union members arc not the only people wronged 
b\ the union s policy of substituting higher rates for the potential 
lower market rates. 1 he interests of those excluded from member¬ 
ship are not taken into account. 

7 7 .\ Mathematical Treatment of the Theory of Monopoly Prices 

Mathematical economists have paid special attention to the theory of 
monopoly prices. It looks as if monopoly prices would be a chapter of 
catallactics for which mathematical treatment is more appropriate than it 
is for other chapters of catallactics. However, the services which mathe¬ 
matics can render in this field 3 re rather poor too. 
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With regard to competitive prices mathematics cannot give more than a 
mathematical description of various states of equilibrium and of conditions 
in the imaginary construction of the evenly rotating cconom). t cannot 
say anything about the actions which would finally establish these equilib¬ 
ria and this evenly rotating system if no further changes in the data were 
to occur. 

In the theory of monopoly prices mathematics comes a little nearer to 
the reality of action. It shows how the monopolist could find out the 
optimum monopoly price provided he had at his disposal al t ic i ata re 
quired. But the monopolist docs not know the shape of the curve of de¬ 
mand. What he knows is only points at which the curves oi demand and 
supply intersected one another in the past. 1 le is therefore not in a post 10 
to make use of the mathematical formulas in order to discov tr w c 
there is any monopoly price for his monopolized article and. if so, nn men 
of various monopoly prices is the optimum price. I he mathcmatica a 
graphical disquisitions arc therefore no less futile in this sector o ac io 
than in any other sector. But, at least, they schematize the deliberations oi 
the monopolist and do not, as in the case ot competim e prices, satis ) 
selves in describing a merely auxiliary construction of theoretical analyse 
which docs not play a role in real action. . f 

Contemporary mathematical economists have confused 1 ,c stlK N 
monopoly prices. They consider the monopolist not as the sc cr o a ii 
nopohzca commodity, but as an entreprenuer and producer. Y o\vc\cr, 
necessary to distinguish the monopoly gain clearly from cntreprcncu . 
pront. Monopoly ga.ns can only be reaped by the seller of a commo , 
a service. An entrepreneur can reap them only in his capacity as sc cr ’ 
monopolized commodity, not in his entrepreneurial capacit). \e av \ 
tages and disadvantages which may result from the fall or rise in co ? 
production per unit with increasing total production, increase or 1111,1 * 
the monopolist's total net proceeds and influence his con net. 
catallactic treatment of monopoly prices must not forget t iat t le spec e 
monopoly gain stems, with due allowance made to the ton igu 
demand, omy from the monopoly of a commodity or a rig it. t 1 '‘V, 
which affords to the monopolist the opportunity to restrict su|>|> > 
fear that other people can frustrate Ins action by expanc mg t * 

they offer for sale. Attempts to define the conditions require o 
emergence of monopoly prices by resorting to the configuration o | 
duction costs arc vain. ... 

It is misleading to describe the market situation resulting m compc 
prices by declaring that the individual producer could sc at t ic m 
price also a greater quantity than what he really sells. I Ins is true o il 
when two special conditions arc fulfilled: the producer concerned, 
not the marginal producer, and expanding production docs not rcqmr 
additional costs which cannot be recovered in selling tic an * 
quantity of products. Then A' s expansion forces the margina P rtw . 

discontinue production; the supply offered for sale remains unc . t 
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The characteristic mark of the competitive price as distinguished from the 
monopoly price is that the former is the outcome of a situation under which 
the owners of goods and sendees of all orders are compelled to serve best 
the wishes of the consumers. On a competitive market there is no such 
thing as a price policy of the sellers. They have no alternative other 
than to sell as much as they can at the highest price offered to them. 
But the monopolist fares better by withholding from the market a 
part of the supply at his disposal in order to make specific monopoly 
gains. 


7. Good Will 

It must be emphasized again that the market is peopled by men who 
are not omniscient and have only a more or less defective knowledge 
of prevailing conditions. 

The buyer must always relv upon the trustworthiness of the seller. 
Even in the purchase of producers’ goods the buyer, although as a 
rule an expert in the field, depends to some extent on the reliability 
of the seller. This is still more the case on the market for consumers’ 
goods. Here the seller for the most part excels the buyer in techno¬ 
logical and commercial insight. The salesman’s task is not simply to 
sell what the customer is asking for. He must often advise the customer 
how to choose the merchandise which can best satisfy his needs. The 
retailer is not only a vendor; he is also a friendly helper. The public 
docs not heedlessly patronize every shop. If possible, a man prefers 
a store or a brand with which he himself or trustworthy friends have 
had good experience in the past. 

Good will is the renown a business acquires on account of past 
achievements. It implies the expectation that the bearer of the good 
will in the future will live up to his earlier standards. Good will is 
not a phenomenon appearing only in business relations. It is present 
in all social relations. It determines a person’s choice of his spouse 
and of his friends and his voting for a candidate in elections. Catal¬ 
lactics, of course, deals only with commercial good will. 

It docs not matter whether the good will is based on real achieve¬ 
ments and merits or whether it is only a product of imagination and 
fallacious ideas. What counts in human action is not truth as it may 

m 

appear to an omniscient being, but the opinions of people liable to 
error. There arc some instances in which customers are prepared to 
pay a higher price for a special brand of a compound although the 
branded article does not dilTcr in its physical and chemical structure 
from another cheaper product. Experts may deem such conduct un¬ 
reasonable. But no man can acquire expertness in all fields which are 
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relevant for his choices. He cannot entirely avoid substituting con¬ 
fidence in men for knowledge of the true state of affairs. I he regular 
customer does not always select the article or the service, but the 
purveyor whom he trusts. He pays a premium to those whom he 
considers reliable. 

The role which good will plays on the market does not impair or 
restrict competition. Everybody is free to acquire good will, and 
every bearer of good will can lose good w ill once acquired. Many 
reformers, impelled by their bias for paternal government, advocate 
authoritarian grade labeling as a substitute for trade-marks. I hey 
would be right if rulers and bureaucrats were endowed with omnis¬ 
cience and perfect impartiality. But as officeholders are not tree from 
human weakness, the realization of such plans would merely sub¬ 
stitute the defects of government appointees for those of individu.il 
citizens. One does not make a man happier bv preventing him from 
discriminating between a brand of cigarettes or canned food he pre¬ 
fers and another brand he likes less. 

The acquisition of good will requires not only honesty and zeal in 
attending to the customers, but no less money expenditure. It rakes 
time until a firm has acquired a steady clientele. In the interval it 
must often put up with losses against which it balances expected 
later profits. 

From the point of view of the seller good will is, as it were, a neces¬ 
sary factor of production. It is appraised accordingly. It docs not 
matter that as a rule the money equivalent of the good w ill does not 
appear in book entries and balance sheets. If a business is sold, a pi ice 
is paid for the good will provided it is possible to transfer it to the 

acquirer. 

It is consequently a problem of catallactics to investigate the nature 
of this peculiar thing called good will. In this scrutiny we must dis¬ 
tinguish three different cases. . . 

Case /. The good will gives to the seller the opportunity to sell 
at monopoly prices or to discriminate among various classes of buyers. 
This docs nor differ from other instances of monopoly prices or price 
discrimination. 


Case 2. The good will gives to the seller merely the opportunity to 
sell at prices corresponding to those which his competitors attain. 
If he had no good will, he would not sell at all or only by cutting 
prices. Good will is for him no less necessary than the business 
premises, the keeping of a well-assorted stock of merchandise and the 
hiring of skilled helpers. The costs incurred by the acquisition of 
good will play the same role as any other business expenses. I hev 
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must be defrayed in the same way by an excess of total proceeds 
over total costs. 

Case 3. The seller enjoys within a limited circle of staunch patrons 
such a brilliant reputation that he can sell to them at higher prices than 
those paid to his less renowned competitors. However, these prices 
arc not monopoly prices. They are not the result of a deliberate policy 
aiming at a restriction in total sales for the sake of raising total net 
proceeds. It may be that the seller has no opportunity whatsoever to 
sell a larger quantity, as is the case for example, with a doctor who is 
busy to the limit of his powers although he charges more than his 
less popular colleagues. It may also be that the expansion of sales would 
require additional capital investment and that the seller either lacks 
this capital or believes that he has a more profitable employment for 
ir. What prevents an expansion of output and of the quantity of 
merchandise or services offered for sale is not a purposive action on 
the part of the seller, but the state of the market. 

As the misinterpretation of these facts has generated a whole my¬ 
thology of “imperfect competition” and “monopolistic competition,” 
it is necessary to enter into a more detailed scrutiny of the considera¬ 
tions of an entrepreneur who is weighing the pros and cons of an 
expansion of his business. 

Expansion of a production aggregate, and no less increasing pro¬ 
duction from partial utilization of such an aggregate to full capacity 
production, require additional capital investment which is reason¬ 
able only if there is no more profitable investment available. 20 It docs 
not matter whether the entrepreneur is rich enough to invest his own 
funds or whether he would have to borrow the funds needed. Also 
that part of an entrepreneur’s own capital which is not employed in 
his firm is not “idle.” It is utilized somewhere in the framework of 
the economic system. In order to be employed for the expansion of 
the business concerned these funds must be withdrawn from their 
present employment. 21 The entrepreneur will only embark upon 
this change of investment if he expects from it an increase in his net 
returns. In addition there arc other doubts which may check the 
propensity to expand a prospering enterprise even if the market 
situation seems to offer propitious chances. The entrepreneur may 
mistrust his own ability to manage a bigger outfit successfully. 

:o. Expenditure for additional advertising also means additional input of 
capital. 

21. Cash holding, even if it exceeds the customary amount and is called "hoard¬ 
ing." is a variety of employing funds available. Under the prevailing state of the 
market the actor considers cash holding the most appropriate employment of a 
part of his assets. ' r 7 
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He may also be frightened by the example provided by once pros- 
perous enterprises for which expansion resulted in failure. 

A businessman who, thanks to his splendid good will, is in a position 
to sell at higher prices than less renowned competitors, could or 
course, renounce his advantage and reduce his prices to the level of 
competitors. Like every seller of commodities or of labor he could ab¬ 
stain from taking fullest advantage of the state of the market and sell: 
a price at which demand exceeds supply. In doing so he would be 
making presents to some people. The donees woul c i lose 
could buy at this lowered price. Others, although rcac \ to )U > 
the same price, would have to go away cmpt\han c >ctausc 

supply was not sufficient. , . . , • 

The restriction of the quantity of every article pro ucc an o c 
for sale is always the outcome of the decisions of entrepreneur. 
tent upon reaping the highest possible profit and ayoic ing 0 ^ cs - 
characteristic mark of monopoly prices is not to be seen m * 
that the entrepreneurs did not produce more of the artic e coi 
and thus did not bring about a fall in its price. Neit icr in it o 
in the fact that complementary factors of production rc,,ial . 

although their fuller employment would have low crci t *c \ 
the product. The only relevant question is whether or not t k ,cs 
tion of production is the outcome of the action of 1 | _ , 

-owner of a supply of goods and services who w.thhodspan o* 
this supply in order to attain higher prices for t \c rest. 
acteristic feature of monopoly prices is the monopoly s i • 
the wishes of the consumers. A competitive price or co^pc , 
that the final price of copper tends toward a point at " }IL 
posits arc exploited to the extent permitted by the mar _ 

quired nonspecific complementary factors of pro uc t , 
ginal mine docs not yield mining rent. 1 he consumers t | K . v 

as much copper as they themselves determine by ' P ^ 

allow for copper and all other commodities. A mon°P ) P ^ 
copper means that the deposits of copper arc uti i^ci on > • 

degree because this is more advantageous to the o\\ nus, •\ • • ^ 
labor which, if the supremacy of the consumers ' vcl * c cop pei . 

would have been employed for the production of ad i * \\ ' 

are employed for the production of other articles for * h«cl ■ dc 
mand of the consumers is less intense. The 
of the copper deposits take precedence over those <> . 

The available resources of copper arc not cmplo) ei acco c 

wishes and plans of the public. iw-ruccn 

Profits arc, of course, also the outcome of a discrep 
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the wishes of the consumers and the actions of the entrepreneurs. If 
the entrepreneurs had had in the past better foresight of the present 
state of the market, no profits and losses would have emerged. Their 
competition would have already adjusted in the past—due allowance 
being made for time preference—the prices of the complementary 
factors of production to the present prices of the products. But this 
statement cannot brush away the fundamental difference between 
profits and monopoly gains. The entrepreneur profits to the extent 
he has succeeded in serving the consumers better than other people 
have done. The monopolist reaps monopoly gains through impairing 
the satisfaction of the consumers. 


8. Monopoly of Demand 

Monopoly prices can emerge only from a monopoly of supply. A 
monopoly of demand does not bring about a market situation differ¬ 
ent from that under not monopolized demand. The monopolistic 
buyer—whether he is an individual or a group of individuals acting 
in concert—cannot reap a specific gain corresponding to the mo¬ 
nopoly gains of monopolistic sellers. If he restricts demand, he will 
buy at a lower price. But then the quantity bought will drop too. 

In the same way in which governments restrict competition in 
order to improve the position of privileged sellers, they can also 
restrict competition for the benefit of privileged buyers. Again and 
again governments have put an embargo on the export of certain 
commodities. Thus by excluding foreign buyers they have aimed 
at lowering the domestic price. But such a lower price is not a counter¬ 
part of monopoly prices. 

What is commonly dealt with as monopoly of demand are certain 
phenomena of the determination of prices for specific complementary 
factors of production. 

The production of one unit of the commodity in requires, besides 
the employment of various nonspecific factors, the employment of one 
unit of each of the two absolutely specific factors a and b. Neither a 
nor b can be replaced by any other factor; on the other hand a is of 
no use when not combined with b and vice versa. The available supply 
of .? by far exceeds the available supply of b. It is therefore not pos¬ 
sible for the owners of .1 to attain any price for a. The demand for a 
always lags behind the supply; .1 is not an economic good. If a is a 
mineral deposit the extraction of w hich requires the use of capital 
and labor, the ownership of the deposits does not yield a royalty. 
1 here is no mining rent. 
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But if the owners of « form a cartel they can turn the table, They 
can restrict the supply of a offered for sale to such a fraction that 
the supply of * exceeds the supply of ..Now a 

good for which prices are paid while the price of b du indies to zero 
!f then the owners of b react by forming a cartel too. a P"“ 
develops between the two monopolistic combines al,m ~ 

of which catallactics can make no statements As ha^ a read> been 
Dointcd out the pricing process does not bring about a unique!) deter 
oZ which more fe. one of .he too of prodoc- 

tion required is of an absolutely specific c aracter. 

It does not matter whether or not the market situation s such that 
the factors a and b together could be sold at nu,nopoU price Jt 

does not make any difference whether the price for a lot inc ud 
ing one unit of both ,r and b is a monopoly price or a compet.t. 

Pr Thus what is sometimes viewed as a 

out to be a monopoly of supply formed un cr p. ‘ pr i ccs 

The sellers of a and of b are intent upon selling •«n bc- 
without regard to the question whether or not 1 P t i as 

come a monopoly price. What alone matters for then. " ™ * 

great a share as possible of the joint price w uc 1 f which 

pay for a and /.together. The case does not indicate » ^ ™ 

would make it permissible to apply .0 -t the term mo.wpo > . 

mnuL This mode of expression becomes 

if one takes into account the accidental Ifeatures 1 . r timc 

between the two groups. If the owners of a (or > ■ • • ra ^ es 

the entrepreneurs conducting the processing <• • 

on the outward appearance of a mom**££ ",£ " 

sonal union combining two•*£»£“ ‘ ; thc settlement of affairs 

alter thc essential issue; what is at sibkc 

between two groups of monopolistic sc crs. ^ whjch „ and /, can 

Our example fits mu,am ^ productio n of pro- 

also be employed for purposes other tl ) 

vided these other employments only yie t si 

9 . Consumption as Affected by Monopoly Prices 
The individual consumer may react ,0 monopoly prices in different 

"^Notwithstanding thc rise in price, the individual comumer does 
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in this way, the competitive price would have already risen to the 
height of the monopoly price.) 

2. The consumer restricts his purchase of the monopolized article 
to such an extent that he does not spend for it more than he would 
have spent—for the purchase of a larger quantity—under the com¬ 
petitive price. (If all people were to react in this way, the seller 
would not get more under the monopoly price than he did under 
the competitive price; he would not derive any gain by deviating 
from the competitive price.) 

3. The consumer restricts his purchase of the monopolized com¬ 
modity to such an extent that he spends less for it than he would 
have spent under the competitive price; he buys with the money thus 
saved goods which he would not have.bought otherwise. (If all peo¬ 
ple were to react in this way, the seller would harm his interests by 
substituting a higher price for the competitive price; no monopoly 
price could emerge. Only a benefactor who wanted to wean his 
fellow men from the consumption of pernicious drugs would in this 
case raise the price of the article concerned above the competitive 
level.) 

4. The consumer spends more for the monopolized commodity 
than lie would have spent under the competitive price and acquires 
only a smaller quantity of it. 

However the consumer may react, his satisfaction appears to be 
impaired from the viewpoint of his own valuations. He is not so 
well served under monopoly prices as under competitive prices. The 
monopoly gain of the seller is borne by a monopoly deprivation of 
rhe buyer. Even if some consumers (as in case 3) acquire goods which 
they would not have bought in the absence of the monopoly price, 
their satisfaction is lower than it would have been under a different 
state of prices. Capital and labor which arc withdrawn from the pro¬ 
duction of products which drops on account of the monopolistic re¬ 
striction of the supply of one of the complementary factors required 
for their production, arc employed for the production of other things 
which would otherwise not have been produced. But the consumers 
value these other things less. 

\ct there is an exception to this general rule that monopoly prices 
benefit the seller and harm the buyer and infringe the supremacy of 
the consumers’ interests. If on a competitive market one of the com¬ 
plementary factors, namely f, needed for the production of the con¬ 
sumers’ good g, docs not attain any price at all, although the produc¬ 
tion of f requires various expenditures and consumers are ready to 
pay for the consumers’ good g a price which makes its production 
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profitable on a competitive market, the monopoly price for f becomes 

S3SE|g=|iSS£ 

for f. It would, on the contrary, miss the satistac 

from the acquisition of g." rec klcss use of the deposits of 

say, squander an exhaustible stork that of 

ing generations. We are do not know 

the future. Now these complaints make little sen^ ^ matcrills on 

whether later ages will still rc > ^ exhausti „ n „f the oil de- 

which we depend today. It is ■. K a licU rate. Rut it is 

posits and even those of coal - , - , 1 pC0 ple will resort 

very likely that In a er. P Nobody knows 

to other methods of producing deposits, would not 

whether we, in being less P™ fl, £“j£ h * th c twenty-first 

deprive ourselves without an> ac '■ > . provide for the needs 

- of d» com .™* m „ dream. 

of ages the technological a'.1 ■« who | am cnt the depletion 

But it is contradictory if th : , s ‘ vc ,\ cn , cn t in indicting monopo- 

of some natural resources arc i . • tu c c tf cc t of monop- 

listic restraint in their P^^tl "gdolno7 the rate of l 
oly prices of mercury is certa.) !^ g^ ^ Mpccl of a future 
plction. In thc eyes of those g • | • Wv desirable. 

scarcity of mercury this . C *'“"^convictions does not aim at a 
Economics in unmasking sue ^ mincrak> an d ore. Eco- 

“justification" of monopoly P / | ust i/ v ing nor of condemning. It has 
nomics has neither the task Jb aHn „? des of human action. It does 
merely to scrutmizcthceffe and focs of monopoly prices arc 

not enter thc arena in wnicn 

intent upon pleading their causes. fallacious arguments. 

Both sides in this heated ccto every monopoly 
The antimonopoly part) ’ * 1 * f thc buyers by restricting supply 

thc power to impair thc situ. , t no lcss wrong in assuming 

and bringing about monop ) P ^ cconomv , not hampered and 

that there prevails within f a general tendency toward 

sabotaged by government interference, y 

22 . See below, pp. 676-677- 
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the formation of monopoly. It is a grotesque distortion of the true 
state of affairs to speak of monopoly capitalism instead of monopoly 
interventionism and of private cartels instead of government-made 
cartels. Monopoly prices would be limited to some minerals which 
can be mined in only a few places and to the field of local limited- 
space monopolies if the government were not intent upon fostering 
them. 

The promonopoly part)- is wrong in crediting to the cartels the 
economies of big-scale production. Monopolistic concentration of 
production in one hand, they say, as a rule reduces average costs of 
production and thus increases the amount of capital and labor avail¬ 
able for additional production. However, no cartel is needed in order 
to eliminate the plants producing at higher costs. Competition on the 
free market achieves this effect in the absence of any monopoly and of 
any monopoly prices. It is, on the contrary, often the purpose of 
government-sponsored cartelization to preserve the existence of 
plants and farms which the free market would force to discontinue 
operations precisely because they arc producing at too high costs of 
production. The free market would have eliminated, for example, 
the submarginal farms and preserved only those for which production 
pays under the prevailing market price. But the New Deal preferred 
a different arrangement. It forced all farmers to a proportional restric¬ 
tion of output. It raised by its monopolistic policy the price of agri¬ 
cultural products to such a height that production became reason¬ 
able again on submarginal soil. 

No less erroneous arc the conclusions derived from a confusion of 
the economics of product standardization and monopoly. If men 
asked only for one standard type of a definite commodity, production 
could be arranged in a more economical way and costs would be 
lowered accordingly. But if people w ere to behave in such a manner, 
standardization and the corresponding cost reduction would emerge 
also in the absence of monopoly. If, on the other hand, one forces the 
consumers to be content with one standard type only, one docs not 
increase their satisfaction; one impairs it. A dictator may deem the 
conduct of the consumers rather foolish. Why should not women 
be dressed in uniforms like soldiers? Why should they be so crazy 
about individually fashioned clothes? He may be right from the point 
of view of his ow n value judgments. But the trouble is that valuation 
is personal, individual, and arbitrary. The democracy of the market 
consists in the fact that people themselves make their choices and 
that no dictator has the power to force them to submit to his value 
judgments. 
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10. Price Discrimination on the Part of the Seller 

Both competitive prices and monopoly prices arc the same for all 
buyers There prevails on the market a permanent tendency 
eliminate all discrepancies in prices for the same 
service. Although the valuations of the buy e " l"*** 7" ^ t , K 
their demand as effective on the market are d.ff . ' I . 

same prices. The wealthy .nan does not pay more ft r '1 rcd tha" 

less wealthy man, although he wool.be " ad i ‘\^ 0 \vo«ld rather 
if he could not buy it cheaper. Thc enthusiast Bec . 

restrict his consumption of food than miss a pc NV horn 

thoven symphony pays no ...ore for admission than a mar fo^ • 
music is merely a Jastime and who would no care for 
if he could attend it only by renouncing h.s desire fo 
The difference between the price one must pay for a g 
highest amount one would be prepared to pa) < 

been called consumers’surplus.- 1 ..... nv d<i* it nos- 

But there can appear on the market condmons^ 
sible for the seller to discriminate between the _ , )iivcrs Hc 

commodity or a service at different prices " ooint at w hich 

can obtain prices which may “"..ctimcs drears. Two conditions 

. 

condition is due d«« 

not in a position to resell the commodity or the scr^ P Jf l ^ 

whom the discriminating seller s ^ K " , ’ > ; ik . r - s Mention would be 
reselling cannot be prevented, the J' ^ a<)es „ <)t re act in 
thwarted. Thc second condition • , behind the 

such a way that the total net pn^ccM l- £ This 

total net proceeds he “j£™ un ^ r conditions which would 

second condition is always present . nr ; ccs for com- 

make it advantageous to a seller to sU, ’ St "‘Ocr' l ’inariret situation which 

petitive prices. But .t can also appea ' ^ jcc dis c rim ination 

would not bring about monopoly fc -■ < f r ^ tricting t | lc amount 

does not enjoin upon thc seller the . > merely take into 

sold. He does not lose any buyer ^P 1 ^; ~ um of their purchases. 

account that some buyers may rcstri • ^ (>f ' his supp i v 

But as a rule hc has thc opportunity would have bought 

to people who would not have bought at all or uould hate boug 

23. Cf. A. Marshall, ,W/p/c of Economics (fth «d. London. .«•>. »>P 
! 2 7 . 
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only smaller quantities if they had had to pay the uniform competitive 
price. 

Consequently the configuration of production costs plays no role 
in the considerations of the discriminating seller. Production costs are 
not affected as the total amount produced and sold remains unaltered. 

The most common case of price discrimination is that of physicians. 
A doctor who can perform 80 treatments in a week and charges $3 
for each treatment is fully employed by attending to 30 patients and 
makes $240 a week. If he charges the 10 wealthiest patients, who to¬ 
gether consume 50 treatments, $4 instead of S3, they will consume 
only 40 treatments. The doctor sells the remaining 10 treatments at 
S2 each to patients who would not have expended S3 for his profes¬ 
sional services. Then his weekly proceeds rise to S270. 

As price discrimination is practiced by the seller only if it is more 
advantageous to him than selling at a uniform price, it is obvious that 
it results in an alteration of consumption and the allocation of factors 
of production to various employments. The outcome of discrimina¬ 
tion is always that the total amount expended for the acquisition of 
the good concerned increases. The buyers must provide for their 
excess expenditure by cutting down other purchases. As it is very 
unlikely that those benefited by price discrimination will spend their 
gains tor the purchase of the same goods as those the other people no 
longer buy in the same quantity, changes in the market data and in 
production become unavoidable. 

In the above example the 10 wealthiest patients arc damaged; they 
pay $4 for a ser\ ice for which they used to pay only S3. But it is not 
only the doctor who derives advantage from the discrimination; the 
patients whom he charges S2 arc benefited too. It is true they must 
provide the doctor's fees by renouncing other satisfactions. How¬ 
ever. they value these other satisfactions less than that conveyed to 
them by the doctor's treatment. Their degree of contentment at¬ 
tained is increased. 

I'or a full comprehension of price discrimination it is well to 
remember that, under the division of labor, competition among those 
eager to acquire the same product does not necessarily impair the 
individual competitor's position. The competitors’ interests arc antag¬ 
onistic only with regard to the services rendered by the complemen¬ 
tary nature-given factors of production. This inescapable natural 
antagonism is superseded by the advantages derived from the division 
nf labor. As far as average costs of production can be reduced by big- 
scale production, competition among those ca«>cr to acquire the same 
commodity brings about an improvement in the individual competi- 
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Things would be different ^ ^ 

in spite of the fact that none of imp aircd the satisfaction of 

Then price discrimination would ha\c \ 
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come of price discrimination in appreciated more than 
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case of physicians who, although atten thc | css wealthy. It 

same care, charge thc wealthier c icn s shipping of 

» vim than 
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for others although thc costs inc railro ad can practice dis- 

It is obvious that both the doc o opportunity given 

crimination only within the solution of their prob- 

to thc paticnt and thc shipper onc ■ thc two 
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conditions required for the erne g of P afTairs in which price dis¬ 
it would be idle to point out kind s of commodi . 

crimination could be practiced b> all seller 



Human Action 


388 

ties and services. It is more important to establish the fact that within 
a market economy not sabotaged by government interference the 
conditions required for price discrimination are so rare that it can 
fairly be called an exceptional phenomenon. 

if. Price Discrimination on the Part of the Buyer 

While monopoly prices and monopoly gains cannot be realized to 
the advantage of a monopolistic buyer, the case is different with price 
discrimination. There is only one condition required for the emer¬ 
gence of price discrimination on the part of a monopolistic buyer on 
a free market, namely, crass ignorance of the state of the market 
on the part of the sellers. As such ignorance is unlikely to last for any 
length of time, price discrimination can only be practiced if the gov¬ 
ernment interferes. 

The Swiss Government has established a government owned and 
operated trade monopoly for cereals. It buys cereals at world-market 
prices on foreign markets and at higher prices from domestic farmers. 
In domestic purchases it pays a higher price to farmers producing at 
higher costs on the rocky soil of the mountain districts and a lower 
price—although still higher than the world-market price—to the 
farmers tilling more fertile land. 


12. The Connexity of Prices 


If a definite process of production brings about the products p and 
<1 simultaneously, the entrepreneurial decisions and actions arc directed 
by weighing the sum of the anticipated prices of p and q. The prices 
of p and q arc particularly connected with one another as changes in 
the demand for p (or for q) generate changes in the supply of q (or 
of p). The mutual relation of the prices of p and q can be called con¬ 
nexity of production. The businessman calls p (or q) a by-product of 
<1 (or p). 


I he production of the consumers* good s requires the employment 
of the factors p and q % the production of p the employment of the 
factors a and b , and the production of q the employment of the 
factors c and d. Then changes in the supply of p (or of q) brin* about 
changes in the demand for q (or for p). It docs not matter whether the 
process of producing s out of p and q is accomplished by the same 
enterprises which produce p out of j and b and q out of r and d y or by 
entrepreneurs financially independent of one another, or by the con¬ 
sumers themselves as a preliminary step in their consuming. The 
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prices of p and q are particularly connected with one a not h , 
cause p is useless or of a smaller utility without •/ and vice x irsa. 1 
mutual relation of the prices of p and .7 can be called connex.tx 

C °l'f thesendees rendered by a commodity b can be substituted, even 
though in a not perfectly satisfactory way. for those rendered I 
another commodity a, a change in the price of one 
the price of the other too. The mutual relation of the puces of., and 

b can be called connexity of substitution. 

Connexity of production, connexity of consumption, and cm 
nexitv of substitution arc particular connexilies of the prices o a 
limited number of commodities. From these particular “Xo £ 
one must distinguish the general connexity of the pneexof al jmds 
and services. This general connexitv is the outcome t 
for every kind of want-satisfaction, besides various ’ w °"; ^ 

specific factors, one scarce factor is reepured which, n 
differences in its qualitative power to produce, car , 

precisely defined above,- be called a nonspecific factor namclj 

13 Within a hypothetical world in which all Actors of pnaduefion 
arc absolutely specific, human action would operate in a ...> “J 
of fields of want-satisfaction independent of one another 1 

together in our actual world the various fields ^ ^ ^ 

is the existence of a great many nonspcci c ac - substituted 
employed for the attainment of various cn s ‘ labor, is on 

in some degree for one another. 1 he fact 1 tat 011 • other 

the one hand required for every kind of prmluc 
hand is, within the limits defined, nonspecific, brings • ' 
cral connexitv of all human activities. It integrates tf. pncmgP^ 
into a whole in which all gears work on one am..her. 11 makes the 

ket a concatenation of mutually mceri c P'"\ in J. ice as if it wcrc a n 

It would be absurd to look upon a dc 1 nos ; t i 0 „ which 

isolated object in itself. A price is expressive <> 1 

acting men attach to a thing t „ some... 

to remove uneasiness. « does n °™ pos i,ion in a kaleidoscopi- 
unchanging, but merely the ^ <lf things considered 

eally changing assemblage. In this ^ pbcc 

valuable by the value judgments of act b ■* u j a pr j cc 

is interrelated with those of all other particles. Whet ■ talied a _ 
is always a relationship within an integrated system « Inch is 
positc effect of human valuations. 

24. Cf. above, pp. ■ 3J— 1 35- 
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13. Prices and Income 

A market price is a real historical phenomenon, the quantitative ratio 
at which at a definite place and at a definite date two individuals ex¬ 
changed definite quantities of two definite goods. It refers to the 
special conditions of the concrete act of exchange. It is ultimately 
determined by the value judgments of the individuals involved. It 
is not derived from the general price structure or from the structure 
of the prices of a special class of commodities or services. What is 
called the price structure is an abstract notion derived from a multi¬ 
plicity of individual concrete prices. The market docs not generate 
prices of land or motorcars in general nor wage rates in general, but 
prices for a certain piece of land and for a certain car and wage rates 
for a performance of a certain kind. It docs not make any difference 
for the pricing process to what class the things exchanged are to be 
assigned from any point of view. However they may differ in other 
regards, in the very act of exchange they arc nothing but commodities, 
i.c., things valued on account of their power to remove felt uneasiness. 

The market docs not create or determine incomes. It is not a process 
of income formation. If the owner of a piece of land and the worker 
husband the physical resources concerned, the land and the man will 
renew and preserve their power to render services; the agricultural 
and urban land for a practically indefinite period, the man for a num¬ 
ber of years. If the market situation for these factors of production 
docs not deteriorate, it will be possible in the future too to attain a 
price for their productive employment. Land and working power can 
be considered as sources of income if they arc dealt with as such, that 
is, if their capacity to produce is not prematurely exhausted bv reck¬ 
less exploitation. It is provident restraint in the use of factors of pro¬ 
duction, not their natural and physical properties, which convert 
them into somewhat durable sources of income. There is in nature 
no such thing as a stream of income. Income is a category of action; 
it is the outcome of careful economizing of scarce factors. This is still 
more obvious in the case of capital goods. The produced factors of 
production arc not permanent. Although some of them may have a 
life of many years, all of them eventually become useless through 
wear and tear, sometimes even by the mere passing of time. They 
become durable sources of income only if their owners treat them 
as such. Capital can be preserved as a source of income if the con¬ 
sumption of its products, market conditions remaining unchanged, is 
restricted in such a way as not to impair the replacement of the worn 
out parts. 
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methods of production narro '|’ ^ C ° P ^ unccrtain future depends 

Mssix :;^g; n No incon,c 

can be made safe against has been 

Neither is the pricing proceas> h ° market economy to which 
pointed out already, there is nothing in the mark 
the notion of distribution could be applied. 


14. Prices and Production 
The pricing process 

which it best sen es the wishes of the monopolists 

market. Only in the case of from this line 

the power to divert production, within a limited range. 

into other lines to their own> benefit. production should 

The prices determine which of the «actors p c factors 

be employed and which t hcreTno more valuable employ- 

of production arc employed onl> nonspecific factors. There 

"» r'f' <? « P ». ««<. 

are technological recipes, unci, because their employ- 

whose capacity to P r ° dUC ' X’^rcest of all factors, labor. While 
ment would mean a waste of the sc cannot be in the 

under the conditions present .in «> u r ^ „ iarkct , unused 

long run unemployment of lab ipmcnt is a regular 

capacity of land and of incon\ crtil 

phenomenon. unused capacity. The unused 

It is nonsense to lament the lac tcchn „logical improvement 

capacity of equipment made obs uld ^ ^ b f cssing if the cstab- 

is a landmark of material progress. itions plants unused or 

lishment of durable peace would renjen. " * and curing 

if the discovery of an efficient method ^ garment of 

tuberculosis would render obsole ■ scnsib , c dcplorc the lack 
people affected by th,S CV j. 1 '" rcsultcd in malinvestment of capital 

of provision in the certain amount of malinvestment 

goods. Yet, men arc not infallible. 
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is unavoidable. What has to be done is to shun policies like credit ex¬ 
pansion which artificially foster malinvestment. 

Modern technology could easily grow oranges and grapes in hot¬ 
houses in the arctic and subarctic countries. Everybody would call 
such a venture lunacy. But it is essentially the same to preserve the 
growing of cereals in rocky mountain valleys by tariffs and other 
devices of protectionism while elsewhere there is plenty of fallow 
fertile land. The difference is merely one of degree. 

I he inhabitants of the Swiss Jura prefer to manufacture watches 
instead of growing wheat. Watchmaking is for them the cheapest 
"•ay to acquire wheat. On the other hand the growing of wheat is 
the cheapest way for the Canadian farmer to acquire watches. The 
fact that the inhabitants of the Jura do not grow wheat and the 
Canadians do not manufacture watches is not more worthy of notice 
than the fact that tailors do not make their shoes and shoemakers do 
not make their clothes. 


15. The Chimera of Nonmarket Prices 

Prices arc a market phenomenon. They arc generated by the mar¬ 
ket process and arc the pith of the market economy. There is no such 
thing as prices outside the market. Prices cannot be constructed 
synthetically, as it were. They arc the resultant of a certain constella¬ 
tion of market data, of actions and reactions of the members of a 
market society. It is vain to meditate what prices would have been if 
some of their determinants had been different. Such fantastic designs 
arc not more sensible than whimsical speculations about what the 
course of history would have been if Napoleon had been killed in the 
battle of Arcole or if Lincoln had ordered Major Anderson to with¬ 
draw from Fort Sumter. 

It is no less vain to ponder on what prices ought to be. Everybody 
.s pleased if the prices of things he wants to buy drop and the'prices 
of the things he wants to sell rise. In expressing such wishes a man is 
sincere ,f he admits that h.s point of view is personal. It is another 
question whether, from his personal point of view, he would be well 
advised to prompt the government to use its power of coercion and 
oppression to interfere with the market’s price structure. It will be 
shown in the sixth part of this book what the inescapable consequences 
of such a policy of interventionism must be. 

But one deludes oneself or practices deception if one calls such 
wishes and arbitrary value judgments the voice of objective truth In 
human action nothing counts but the various individuals’ desires for 
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Whatever the market situation which ge .P j rca |. It 
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Economics analyzes the market proc ss » develop formulas 
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a real thing, i.e., a quantity independent of personal l ^le ^ 
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of „ of *. v.1” »< of ».c- 

is thc goal of every production reference to valuation. 

-fulCw 1. oaonot he John. .» pM»' 
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non is always thc same. \\ hat a cnds for which people are 

organization is better suited to art. 
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ready to expend toil and trouble. The question is market economy, or 
socialism? There is no third solution. The notion of a market economy 
with nonmarket prices is absurd. The very idea of cost prices is un¬ 
realizable. Even if the cost price formula is applied only to entrepre¬ 
neurial profits, it paralyzes the market. If commodities and services 
are to be sold below the price the market would have determined for 
them, supply always lags behind demand. Then the market can 
neither determine what should or should not be produced, nor to 
whom the commodities and services should go. Chaos results. 

This refers also to monopoly prices. It is reasonable to abstain from 
all policies which could result in the emergence of monopoly prices. 
But whether monopoly prices arc brought about by such promo- 
nopoly government policies or in spite of the absence of such policies, 
no alleged "fact finding" and no armchair speculation can discover 
another price at which demand and supply would become equal. The 
failure of all experiments to find a satisfactory solution for the limited- 
space monopoly of public utilities clearly proves this truth. 

It is the very essence of prices that they arc the offshoot of the 
actions of individuals and groups of individuals acting on their own 
behalf. 1 he catallactic concept of exchange ratios and prices precludes 
anything that is the effect of actions of a central authority, of people 
resorting to violence and threats in the name of society or the state 
or of an armed pressure group. In declaring that it is not the business 
of the government to determine prices, we do not step beyond the 
borders of logical thinking. A government can no more determine 
prices than a goose can lay hen’s eggs. 

Wc can think of a social system in which there are no prices at all, 
and wc can think of government decrees which aim at fixing prices at 
a height different from that which the market would determine. It is 
one of the tasks of economics to study the problems implied. How¬ 
ever, precisely because wc want to examine these problems it is neces¬ 
sary clearly to distinguish between prices and government decrees. 
Prices arc bv definition determined by peoples’ buying and selling 
or abstention from buying and selling. They must not be confused with 
fiats issued by governments or other agencies enforcing their orders 
by an apparatus of coercion and compulsion. 25 


25. In order not to confuse the reader by the introduction of too many new 
terms, we shall keep to the widespread usage of calling such fiats prices , interest 
rates, uage rates decreed and enforced by governments or other agencies of corn- 
pus,on fe.g., labor muons) But one must never lose sight of the fundamental 
difference between the market phenomena of prices, wages. and interest rates on 
the one hand, and the legal phenomena of maximum or minimum prices wages 

hand!"""” ra " S- ' B '° nU " if> ' <hcsc m3rkc ' Phenomena, on the o Li 
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i. Media of Exchange and .Money 
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of prices that rises or falls proportionately with the increase or de¬ 
crease in the quantity of money in circulation. It was not realized that 
changes in the quantity of money can never effect the prices of all 
goods and services at the same time and to the same extent. Nor was 
it realized that changes in the purchasing power of the monetary 
unit arc necessarily linked with changes in the mutual relations be¬ 
tween those buying and selling. In order to prove the doctrine that 
the quantity of money and prices rise and fall proportionately, re¬ 
course was had in dealing with the theory of money to a procedure 
entirely different from that modern economics applies in dealing with 
all its other problems. Instead of starting from the actions of individ¬ 
uals, as catallactics must do without exception, formulas were con¬ 
structed designed to comprehend the whole of the market economy. 
Elements of these formulas were: the total supply of money avail¬ 
able in the Volksuirtschaft; the volume of trade—i.c., the money 
equivalent of all transfers of commodities and services as effected in 
the Volkswirtschaft; the average velocity of circulation of the mone¬ 
tary units; the level of prices. These formulas seemingly provided 
evidence of the correctness of the price level doctrine. In fact, how¬ 
ever, this whole mode of reasoning is a typical case of arguing in a 
circle. For the equation of exchange already involves the level doc¬ 
trines which it tries to prove. It is essentially nothing but a mathe¬ 
matical expression of the—untenable—doctrine that there is pro¬ 
portionality in the movements of the quantity of money and of prices. 

In analyzing the equation of exchange one assumes that one of its 
elements—total supply of money, volume of trade, velocity of cir¬ 
culation—changes, without asking how such changes occur. It is 
not recognized that changes in these magnitudes do not emerge in 
the Volkswirtschaft as such, but in the individual actors’ conditions, 
and that it is the interplay of the reactions of these actors that re¬ 
sults in alterations of the price structure. The mathematical econ¬ 
omists refuse to start from the various individuals’ demand for and 
supply of money. They introduce instead the spurious notion of 
velocity of circulation fashioned according to the patterns of mechan¬ 
ics. 

I here is at this point of our reasoning no need to deal with the 
question of whether or not the mathematical economists are right in 
assuming that the services rendered by money consist wholly or es¬ 
sentially in its turnover, in its circulation. Even if this were true, it 
would still be faulty to explain the purchasing power—the price— 
of the monetary unit on the basis of its scrviccs.^Thc services rendered 
by water, w hisky, and coffee do not explain the prices paid for these 
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things. What they explain is only w hy people, as far as .tig, recogn /e 
thes! services, under certain further cond.t.ons demand **"•«qu« 
titles of these things. It is always demand that influences the price 

structure, not the objective value in use. catallactics is 
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a definite date and a definite place. It cannot help proceedmg •" the 
same way with regard to money. The equation of ^ ^ge n 
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It must be dealt with in the same manner which is applied to all other 


catallactic problems. 


3. Demand for Money and Supply of Money 

In the marketability of the various commodities and sendees there 
prevail considerable differences. There are goods for which it is not 
difficult to find applicants ready to disburse the highest recompense 
which, under the given state of affairs, can possibly be obtained, or 
a recompense only slightly smaller. There are other goods for which 
it is very hard to find a customer quickly, even if the vendor is ready 
to be content with a compensation much smaller than he could reap 
if he could find another aspirant whose demand is more intense. It 
is these differences in the marketability of the various commodities 
and services which created indirect exchange. A man who at the 
instant cannot acquire what he wants to get for the conduct of his 
own household or business, or who docs not yet know what kind of 
goods he will need in the uncertain future, comes nearer to his ulti¬ 
mate goal if he exchanges a less marketable good he wants to trade 
against a more marketable one. It may also happen that the physical 
properties of the merchandise he wants to give away (as, for instance, 
its perishability or the costs incurred by its storage or similar circum¬ 
stances) impel him not to wait longer. Sometimes he may be prompted 
to hurry in giving away the good concerned because he is afraid of 
a deterioration of its market value. In all such cases he improves his 
own situation in acquiring a more marketable good, even if this good 
is not suitable to satisfy directly any of his own needs. 

J m m - 

A medium of exchange is a good which people acquire neither for 
their own consumption nor for employment in their own production 
activities, but with the intention of exchanging it at a later date 
against those goods which they want to use either for consumption 
or for production. 

Money is a medium of exchange. It is the most marketable good 
w hich people acquire because they want to offer it in later acts of 
interpersonal exchange. Money is the thing w hich serves as the gen¬ 
erally accepted and commonly used medium of exchange. This is 
its only function. All the other functions which people ascribe to 
money arc merely particular aspects of its primary and sole function, 
that of a medium of exchange. 3 

Media of exchange arc economic goods. They are scarce; there is 

}. Cf. Miscs, The Theory of Money and Credit , trans. by H. E. Batson (Lon¬ 
don and New York, 1934), pp. 34-37. 
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a demand for them. There are on the market people ^ desire to 
acquire them and are ready to exchange goods and sm ce 0 «*s 
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for money in the same way in which every “normal” demand influ¬ 
ences it. 

Many economists avoid applying the terms demand and supply 
in the sense of demand for and’ supply of money for cash holding 
because they fear a confusion with the current terminology as used 
by the bankers. It is, in fact, customary to call demand for money 
the demand for short-term loans and supply of money the supply 
of such loans. Accordingly one calls the market for short-term loans 
the money market. One says money is scarce if there prevails a 
tendency toward a rise in the rate of interest for short-term loans, 
and one says money is plentiful if the rate of interest for such loans is 
decreasing. These modes of speech are so firmly entrenched that it 
is out of the question to venture to discard them. But they have 
favored the spread of fateful errors. They made people confound the 
notions of money and of capital and believe that increasing the 
quantity of money could lower the rate of interest lastingly. But it is 
precisely the crassncss of these errors which makes it unlikely that 
the terminology suggested could create any misunderstanding. It is 
hard to assume that economists could err with regard to such funda¬ 
mental issues. 

Others maintained that one should not speak of the demand for and 
supply of money because the aims of those demanding money differ 
from the aims of those demanding vendible commodities. Commodi¬ 
ties, they say, arc demanded ultimately for consumption, while money 
is demanded in order to be given away in further acts of exchange. 
This objection is no less invalid. The use which people make of a 
medium of exchange consists eventually in its being given away. But 
first of all they arc eager to accumulate a certain amount of it in order 
to be ready for the moment in which a purchase may be accomplished. 
Precisely because people do not want to provide for their own needs 
right at the instant at which they give away the goods and sendees 
they themselves bring to the market, precisely because they want to 
wait or arc forced to wait until propitious conditions for buying ap¬ 
pear, they barter not directly but indirectly through the interposi¬ 
tion of a medium of exchange. The fact that money is not worn out 
by the use one makes of it and that it can render its services practically 
for an unlimited length of time is an important factor in the configura¬ 
tion of its supply. But it docs not alter the fact that the appraisement 
of money is to be explained in the same way as the appraisement of 
all other goods: by the demand on the part of those who are eager 
to acquire a definite quantity of it. 

Economists have tried to enumerate the factors which within the 
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whole economic system may increase or decrease the demand for 
money. Such factors are: the population figure; the extent to «h.ch 
the individual households provide for their own needs b> autarkic 
production and the extent to which they produce for other peop c s 
needs, selling their products and buying for the.r own consumpuon 
on the market; the distribution of business activity and the “ttlemcn 
of payments over the various seasons of the year; mstitu to s 
settlement of claims and counterclaims by mutua cance a • » 

as clearinghouses. All these factors indeed influent* the demand ., 
money and the height of the various individuals and^ firms cash 
holding. But they influence them only indirectly b> ' h . 

play in the considerations of people concernmg the determination of 
the amount of cash balances they deem appropriate. ■ 
the matter is always the value judgments of the men concerned he 
various actors make up their minds about what they bice the 
adequate height of their cash holding should be. 1 bev c. > 
their resolution by renouncing the purchase of commodities, securi¬ 
ties, and interest-bearing claims, and bv selling sue 1 ass . 
versely by increasing their purchases. With money, things i n ■ 
different from what They are with regard to all other goods and serv¬ 
ices. The demand for money is determined by the conduct P P 
intent upon acquiring it for their cash holding. » c . 

Another objection raised against the notion of the demand for 
money was this: The marginal utility of the money u 
much more slowly than that of the other commo 'ties. » • ^ 

decrease is so slow that it can be practically ignorcc. 
money nobody ever says that his demand is satisfied, mitmbcOy^ 
forsakes an opportunity to acquire more money provided mctiIkc 
required is nottoo great. It is therefore impermissible to c on de 
demand for money as limited. The very notion of an ' 

mand is. however! contradictory. This popular reasoning s ent e 
fallacious. It confounds the demand for money or cas g 

the desire for more wealth as expressed in terms <> m°n • 
says that his thirst for more money can never be quenched, does 
not mean to say that his cash holding can never c o . S'* 
he really means is that he can never be rich enough. If addition 
money flows into his hands, he will not use it or an inc 
cash balance or he will use only a part of it for this purpose He will 
expend the surplus either for instantaneous consumption or for - 
vestment. Nobody ever keeps more money than c w an s o 

cash holding. . 

The insight that the exchange ratio between money on the one 
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hand and the vendible commodities and services on the other is deter¬ 
mined, in the same way as the mutual exchange ratios between the 
various vendible goods, by demand and supply was the essence of the 
quantity theory of money. This theory is essentially an application of 
the general theory of supply and demand to the special instance of 
money. Its merit was the endeavor to explain the determination of 
money’s purchasing power by resorting to the same reasoning which 
is employed for the explanation of all other exchange ratios. Its short¬ 
coming was that it resorted to a holistic interpretation. It looked at 
the total supply of money in the Yolkswirtschaft and not at the 
actions of the individual men and firms. An outgrowth of this errone¬ 
ous point of view was the idea that there prevails a proportionality 
in the changes of the—total—quantity of money and of money prices. 
But the older critics failed in their attempts to explode the errors 
inherent in the quantity theory and to substitute a more satisfactory 
theory for it. They did not fight what was wrong in the quantity 
theory; they attacked, on the contrary, its nucleus of truth. They 
were intent upon denying that there is a causal relation between the 
movements of prices and those of the quantity of money. This denial 
led them into a labyrinth of errors, contradictions, and nonsense. 
Modem monetary theory takes up the thread of the traditional quan¬ 
tity theory as far as it starts from the cognition that changes in the 
purchasing power of money must be dealt with according to the 
principles applied to all other market phenomena and that there 
exists a connection between the changes in the demand for and 
supply of money on the one hand and those of purchasing power on 
the other. In this sense one may call the modern theory of money an 
improved variety of the quantity theory. 

The Epistemological Import of Carl Menger's Theory 
of the Origin of Money 

Carl Monger has not only provided an irrefutable praxcological theory 
of the origin of money. He has also recognized the import of his theory 
for the elucidation of fundamental principles of praxcologv and its 
methods of research. 1 

There were authors who tried to explain the origin of money by decree 
or covenant. The authority, the state, or a compact between citizens has 
purposivcly and consciously established indirect exchange and money. The 
main deficiency of this doctrine is not to be seen in the assumption that 
people of an age unfamiliar with indirect exchange and money could de- 

S. Cf. Carl Monger's books Grundsdtze der Volksivirtscbaftslebre (Vienna, 
1871). pp. 250 ff. ; ibid. (2d cd. Vienna. 1923), pp. 241 ff. ; Untcrsuchungen iiber 
die Metbode der Sozializissenscbaften (Leipzig. 1883), pp. 171 ff. 
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sign a plan of a new cconomicorde.ofl'h a 
ditions of their own age, and could P afford a clue 

plan. Neither is it to be seen m the fac* “> (ia , rcasons for 

for the support of such statements. There 

rejecting it. . r , n , rt ; C s concerned arc improved 

If it is assumed that the conditions of th p indire ct exchange and 

by every step that leads from^direct ex^ ^ of exchange to ccr- 

subsequently to giving preference f nurkctabilitv, it difficult 

n ;„ £*1, »y -s ya r!U. •« Mi«. «- 

to conceive why one should. . ? a CC tcc or an explicit compact 

change, resort in add,non to -thontar n decree o ^ ^ ^ 

between citizens. A man who finds it ha irc w hat he is asking 

he wants to acquire renders better h,s chanc to acqu, # ^ markctal)lc 

for in later acts of exchange b> the proc ^ of govcr n,ncnt inter- 
good. Under these circumstances Thc happv idea of procced- 

fcrcncc or of a compact bew cc " '' . , individuals, and the less rcsource- 

ing in this way could strike ,hc sl ' d , . ccrtain | v more plausible to take 
ful could imitate thc former s method. It is by indircct exchange 

for granted that the immediate advantage^ ^ ^ |he who le image 

were recognized by the acting P» conceived by a genius and. it 

of a society trading by "leans of money ^ ^ w ^ ^ of lhc people 
wc adopt thc covenant doctrine, 

by persuasion. individuals discovered die fact that 

If, however, wc do not assume * through waiting for an 

they fare better through indirect exc f ' \ c sa ke of argument, admit that 
opportunity for direct exchange, an , ev. further questions are 

the authorities or a compact %vcrc a p p |icd in order to induce 

raised. Wc must ask what kind of mcasu \r M not comprehend 

people to adopt a procedure thc uti it> tban direct exchange. c 

and which was technically more col, 'P Rut thcn xvc must ask, further, 
may assume that compulsion was p™c ‘ exchange and thc use of 
at what time and by what or at least indifferent to 

money later ceased to be procc sntaecous to them, 

thc individuals concerned and became . ® c||a back lo thc actions of 

Thc praxcological method traces al j hangc arc such that indirect 

individuals. If conditions of intcrpc ^ f ar as people realize these 

exchange facilitates thc transactions an ^ bcing . Historical ex- 

advantages, indirect exchange and mon ) ^ ^ present. How, m the 

pcricncc shows that these condition ^ ad tcd indirect exchange 
absence of these conditions, P C °P c exchanging is inconceivable, 
and money and clung to these mo cso ^ indirect exchange and 

Thc historical question concerning * The only relevant thing is 

money is after all of no concern to P ra _ J' usc lbc conditions for their 
that indirect exchange and 'iioHcy cx co , ogy docs not need to 

existence were and arc present, l di crec or a covenant invented 

resort to thc hypothesis that authoritari 
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these modes of exchanging. The etatists may if they like continue to ascribe 
the “invention” of money to the state, however unlikely this may be. What 
matters is that a man acquires a good not in order to consume it or to use 
it in production, but in order to give it away in a further act of exchange. 
Such conduct on the part of people makes a good a medium of exchange 
and, if such conduct becomes common with regard to a certain good, makes 
it money. All theorems of the cataUactic theory of media of exchange and 
of money refer to the services which a good renders in its capacity as a 
medium of exchange. Even if it were true that the impulse for the intro¬ 
duction of indirect exchange and money was provided by the authorities 
or by an agreement between the members of society, the statement re¬ 
mains unshaken that only the conduct of exchanging people can create in¬ 
direct exchange and money. 

History may tell us where and when for the first time media of exchange 
came into use and how, subsequently, the range of goods employed for this 
purpose was more and more restricted. As the differentiation between the 
broader notion of a medium of exchange and the narrower notion of 
money is not sharp, but gradual, no agreement can be reached about the 
historical transition from simple media of exchange to money. This is a 
matter of historical understanding. But, as has been mentioned, the distinc¬ 
tion between direct exchange and indirect exchange is sharp and every¬ 
thing that catallactics establishes with regard to media of exchange refers 
catcgorially to all goods which arc demanded and acquired as such media. 

As far as the statement that indirect exchange and money were estab¬ 
lished by decree or bv covenant is meant to be an account of historical 
events, it is the task of historians to expose its falsity. As far as it is advanced 
merely as a historical statement, it can in no way affect the cataUactic 
theory of money and its explanation of the evolution of indirect exchange. 
But if it is designed as a statement about human action and social events, it 
is useless because it states nothing about action. It is not a statement about 
human action to declare that one day rulers or citizens assembled in con¬ 
vention were suddenly struck by the inspiration that it would be a good 
idea to exchange indirectly and through the intermediary of a commonly 
used medium of exchange. It is merely pushing back the problem involved. 

It is necessary to comprehend that one docs not contribute anything to 
the scientific conception of human actions and social phenomena if one 
declares that the state or a charismatic leader or an inspiration which de¬ 
scended upon all the people have created them. Neither do such statements 
refute the teachings of a theory showing how such phenomena can be 
acknowledged as “the unintentional outcome, the resultant not deliberately 
designed and aimed at by specifically individual endeavors of the members 
of a society.” 0 

6. Cf. Mcngcr, Unrerfucbungen, l.c., p. 178. 
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4 . The Determination of the Purchasing Power of Money 

As soon as an economic good is demanded not °«>> ^f S p eople 
want to use it for consumption or P ro UC , and to givc i t away 
who want to keep it as a medium of cxci. g * ascs> A new 

at need in a later act of exchange, the eman an add j tiona | 

employment for this good h “ e, "'|£ omic go „d.'such an additional 
demand for it. As with every other c * • in t |, c quantitv 

demand brings about a rise m its va lue , " ts C ac l 5 tion .'l h c amount of 
of other goods which are offered \ ^ ^ a mcdium 0 f ex- 

other goods which can be obtained g! ^ and services. 

of-whox.nttoa^ 

™ £ 2 ^ 53 specific demand disappears 

and the “price” drops conconutantly composite of 

Thus the demand for a medium of excl fc intcnti „ n to use 
two partial demands: the demand disp > ^ > yed by thc intention 
it in consumption and production a'. h- Jp. ^ modc ,. n inc tallic 
to use it as a mcdium of exchange. * , f . monc tarv dc- 

money one speaks of the industrial demand and of the monc^ 

mand. The value in exchange (puu »' g P f , ,, part ial de- 

exchange is thc resultant of thc cumulatnc cltcct I 

"’wt the extent of that part of 

Sn^ 

which many economists considered •OM. , uble j> that t w> 

from following farther along this line of reasoning !t;s di g ^ 

said, to explain 8 the purchasing W 1 t rl'crc nee to its 

demand for money, and thc demand for money > 

p Ttls:;t h—.—y ■cidac 

which we explain by referring to the ex ^ dctcrn , incs t his 

thc same purchasing power the l*g ^ dctcrm ination of thc 
specific demand. 1 he problem is to <>f thc impending mo- 

purchasing power of the immediate • fcr (() (hc purchasing 

ment. For thc solution of this prom mssed. These nrc 

power of the immediate past, of the moment ,ust passed. . 

7. The problems of money exclusively « *--v .«j „ ou|J 

exchange and not fit to render any other 
he demanded arc dealt with below in section 9 
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two distinct magnitudes. It is erroneous to object to our theorem, 
which may be called the regression theorem, that it moves in a 
vicious circle. 8 

But, say the critics, this is tantamount to merely pushing back the 
problem. For now one must still explain the determination of yester¬ 
day’s purchasing power. If one explains this in the same wav by 
referring to the purchasing power of the day before yesterday and 
so on, one slips into a regressus in infinitum. This reasoning, they as¬ 
sert, is certainly not a complete and logically satisfactory solution 
of the problem involved. What these critics fail to sec is that the 
regression docs not go back endlessly. It reaches a point at which the 
explanation is completed and no further question remains unanswered. 

If we trace the purchasing power of money back step by step, we 
finally arrive at the point at which the service of the good concerned 
as a medium of exchange begins. At this point yesterday’s exchange 
value is exclusively determined bv the nonmonetary—industrial— 
demand which is displayed only by those who want to use this good 
for other employments than that of a medium of exchange. 

But, the critics continue, this means explaining that part of money’s 
purchasing power which is due to its service as a medium of ex¬ 
change by its employment for industrial purposes. The very problem, 
the explanation of the specific monetary component of its exchange 
value, remains unsolved. I Icrc too the critics arc mistaken. That 
component of money’s value which is an outcome of the services 
it renders as a medium of exchange is entirely explained by reference . 
to these specific monetary services and the demand they create. Two 
facts arc not to be denied and arc not denied by anybody. First, that 
the demand for a medium of exchange is determined by considerations 
of its exchange value which is an outcome both of the monetary and 
the industrial services it renders. Second, that the exchange value of 
a good which has not yet been demanded for service as a medium of 
exchange is determined solely by a demand on the part of people 
eager to use it for industrial purposes, i.c.. cither for consumption or 
for production. Now, the regression theorem aims at interpreting the 

8. The present writer first developed this regression theorem of purchasing 
power in the first edition of his book Theory of Money and Credit , published in 
1912 (pp. 97-123 of the English-language translation). His theorem has been 
criticized from various points of view. Some of the objections raised, especially 
those by B. M. Anderson in his thoughtful book The Value of Money . first pub¬ 
lished in 1917 (cf. pp. 100 fT. of the 1936 edition), deserve a very careful examina¬ 
tion. The importance of the problems involved makes it necessary to weight also 
the objections of H. Ellis ( German Monetary Theory 190S-1933 (Cambridge, 
■954I. PP- 77 tf >- *n the text above, all objections raised arc particularized and 
critically examined. 
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first emergence of a monetary demand for a good which previously 
had been demanded exclusively for industrial purposes as influenced 
by the exchange value that was ascribed to it at this moment on ac¬ 
count of its nonmonetary services only. This certainly does not in¬ 
volve explaining the specific monetary exchange value of a medium 
of exchange on the ground of its industrial exchange \ aluc. 

Finally it was objected to the regression theorem that its approach 
is historical, not theoretical. This objection .s no less mistaken 
explain an event historically means to show how >t " as produ c ,d h 
forces and factors operating at a definite date and a dehm pUc. 
These individual forces and factors are the ultimate dements of the 
interpretation. They are ultimate data and as such not open jo 
further analysis and'reduction. To explain a phenomenon thcorenc . I > 
means to trace back its appearance to the operation of general rules 

which are already comprised in the theoretical s\ stem. - 

theorem complies with this requirement, t traces the: cube « 

change value of a medium of exchange hack to its unt 1 ‘ . j 

medium and to the theorems concerning the process of ' ^ 
pricing as developed by the general catallactic theory- 1t dcluce 
a more special case from the rules of a more umve^fl th < r • It 
shows how the special phenomenon ncccssari \ erne • 
operation of the rules generally valid for all phenomena. I does not 
say: This happened at that time and at that place. Its.).. * 

happens when the conditions appear; whenever a good » ' ^ 

not been demanded previously for the employment asam dmm of 

exchange, begins to be demanded for t he function 

effects must appear again; no good can he c j . 
of a medium of exchange which at the very »tgim cn ,_ 

this purpose did not hfve exchange vahie on -"Ln ti~ 
ployments. And all these statements implied in ^ nrixcoloev 
arc enounced apodicticallv as implied in the npr.or.sni of pr^xc U 
It sw* happen this way/Nobody can ever succeed n >.nst.uc.rn, 

a hypothetical case in which things were to occur i ‘ • 

pu^„ g power of-v j ZZSL'ZSS “US. 
ply, as is the case with the prices of all c r future 

As action always aims at a more satisfactory ^rangement of future 

conditions, he who considers acquiring or go mg a . ^ 

course, first of all interested in its future purchasing P™cr and the 
future structure of prices. But he cannot form a l-lgmcnt about flic 

future purchasing power of Tt’is'this fie ".hit radically dis- 

deteirniMtion^jf thc'purchasing power of money from 
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the determination of the mutual exchange ratios betw een the various 
vendible goods and services. With regard to these latter the actors 
have nothing else to consider than their importance for future want- 
satisfaction. If a new' commodity unheard of before is offered for 
sale, as was, for instance, the case with radio sets a few decades ago, 
the only question that matters for the individual is whether or not 
the satisfaction that the new gadget will provide is greater than that 
expected from those goods he would have to renounce in order to 
buy the new* thing. Knowledge about past prices is for the buyer 
merely a means to reap a consumer’s surplus. If he were not intent 
upon this goal, he could, if need be, arrange his purchases without 
any familiarity with the market prices of the immediate past, which 
arc popularly called present prices. He could make value judgments 
without appraisement. As has been mentioned already, the oblitera¬ 
tion of the memory of all prices of the past would not prevent the 
formation of new exchange ratios betw een the various vendible things. 
But if knowledge about money’s purchasing power were to fade 
away, the process of developing indirect exchange and media of ex¬ 
change would have to start anew. It would become necessary to 
begin again with employing some goods, more marketable than the 
rest, as media of exchange. The demand for these goods would in¬ 
crease and would add to the amount of exchange value derived from 
their industrial (nonmonetary) employment a specific component due 
to their new use as a medium of exchange. A value judgment is, with 
reference to money, only possible if it can be based on appraisement. 
The acceptance of a new kind of money presupposes that the thing 
in question already has previous exchange value on account of the 
services it can render directly to consumption or production. Neither 
a buyer nor a seller could judge the value of a monetary unit if he had 
no information about its exchange value—its purchasing power—in 
the immediate past. 

The relation between the demand for money and the supply of 
money, which may be called the money relation, determines the 
height of purchasing power. Today’s money relation, as it is shaped 
on the ground of yesterday’s purchasing power, determines today’s 
purchasing power. He w ho w ants to increase his cash holding restricts 
his purchases and increases his sales and thus brings about a tendency 
toward falling prices. He who wants to reduce his cash holding 
increases his purchases—either for consumption or for production 
and investment—and restricts his sales; thus he brings about a tendency 
toward rising prices. 

Changes in the supply of money must necessarily alter the dis- 

* • 


Indirect Exchange 


4°9 


position of vendible goods as ow ncd by various individuals and firms. 
The quantity of money available in the whole market system cannot 
increase or decrease otherwise than by first increasing or decreas n 
the cash holdings of certain individual members Wc may 
assume that every member gets a share of the adi mon.i j >" r 
at the moment of its inflow into the system, or shares m the redua n 
of the quantity of money. But whether wc assume this or not.the 
final result of our demonstration will remain t ie sam • . 

will be that changes in the structure of prices '>rough abo , 
changes in the supply of money available ,n the cco.vo.mc >s^em 
never affect the prices of the various commodities an s 

the same extent and at the same date. 

I.et us assume that the government issues an addmona 1 
of paper money. The government plans cither to bay , c n \ ^ 
and services or to repay debts incurred or to pa\ 
debts. However this may be, the treasury enters the market u \ an 
additional demand for goods and services; it :ts now in \ ^ 

buy more goods than it could buy before. I he prices < 
modifies it buys rise. If the government had expem cc in i s I ^ 

money collected by taxation, the taxpayers wou m j K 

their purchases and, while the prices of the goods ) 

government would have risen, those of other goods x »uld 
dropped. But this fall in the prices of the goods the axpyerS r -ed 
to buy docs not occur if the government increases 1 * ■ 

money at its disposal without reducing the quantity o 
the hands of the public. The prices of some commod, ics-i i 
those the government buys—rise immediately . " " c . occss 

other commodities remain unaltered for 
goes on. Those selling the commodities asked . - 

are now themselves in a position to buy. more than ^ P~ 

viously. The prices of the things these people arc « r uimip 
quantities therefore rise too. Thus the boom s P rcnt * r " , c 

of commodities and services to other groups unti a • r 

rates have risen. The rise in prices is thus not synchronous uifh 

various commodities and services. , »n_ 

When eventually, in the further course of the increase ■ ^cp..m 

titv of money, all prices have risen, the rise docs not a cc ^ ^ 

commodities and services to the same extent. ° iSiTcrcnt dc- 
afFectcd the material position of various indmeuas ° 1 . 

grccs. While the process is under way. some pcop c cn|o 
fit of higher prices for the goods or services they sell, while the p. ^ 
of the things they buy have not yet risen or have not risen 
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extent. On the other hand, there are people who are in the unhappy 
situation of selling commodities and services whose prices have not 
yet risen or not in the same degree as the prices of the goods they 
must buy for their daily consumption. For the former the progressive 
rise in prices is a boon, for the latter a calamity. Besides, the debtors 
are favored at the expense of the creditors. When the process once 
comes to an end, the wealth of various individuals has been afFected 
in different ways and to different degrees. Some are enriched, some 
impoverished. Conditions are no longer what they were before. The 
new order of things results in changes in the intensity of demand for 
various goods. The mutual ratio of the money prices of the vendible 
goods and services is no longer the same as before. The price struc¬ 
ture has changed apart from the fact that all prices in terms of money 
have risen. The final prices to the establishment of which the market 
tends after the effects of the increase in the quantity of money have 
been fully consummated arc not equal to the previous final prices 
multiplied by the same multiplier. 

The main fault of the old quantity theory as well as the mathe¬ 
matical economists’ equation of exchange is that they have ignored 
this fundamental issue. Changes in the supply of money must bring 
about changes in other data too. The market system before and after 
the inflow or outflow of a quantity of money is not merely changed 
in that the cash holdings of the individuals and prices have increased 
or decreased. There have been effected also changes in the reciprocal 
exchange ratios between the various commodities and sendees which, 
if one wants to resort to metaphors, arc more adcouatclv described 
bv the image of price revolution than bv the misleading figure of 
an elevation or a sinking of the price level. 

We may at this point disregard the effects brought about bv the 
influence on the content of all deferred payments as stipulated by 
contracts. We will deal later with them and with the operation of 
monetary events on consumption and production, investment in 
capital goods, and accumulation and consumption of capital. But 
even in setting aside all these things, we must never forget that changes 
in the quantity of money* affect prices in an uneven wav. It depends 
on the data of each particular case at what moment and to what ex¬ 
tent the prices of the various commodities and sendees arc affected. 
In the course of a monctan’ expansion (inflation) the first reaction 
is not only that the prices of some of them rise more quickly and more 
steeply than others. It may also occur that some fall at first as they are 
for the most part demanded by those groups whose interests are hurt. 

Changes in the money relation arc not only caused by governments 
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issuing additional paper money. An increase in the production of the 
precious metals employed as money has the same citccts a t v-ug '• 
course, other classes of the population may be favored or hurt b\ • 
Prices also rise in the same way if. without a corresponding reduct m 
in the quantity of money available, the demand for monev fa I -- 
cause of a general tendency toward a diminution of cash hold g . 
The money expended additionally by such a "dishoarding brings 
about a tendency toward higher prices in the same way as that flov ing 
from the gold mines or from the printing press, orners. . p - 
drop when the supply of money falls (c.g., throug a wi * ‘ 
paper money) or the demand for money increases (c.g through a 
tendency toward “hoarding." the keeping of greater cas ' • • 

The process is always uneven and by steps, disproportionate and 

“Kid be and has been objected that the normal production of the 
gold mines brought to the market may well cntai an inc • 
quantity of money, but docs not increase the income, s 
wealth; of the owners of the mines. These people earn onl> their 
“normal” income and thus their spending of it canno • * 

market conditions and the prevailing tendencies tow arc *. 

lishment of final prices and the equilibrium of nc CNCn > 
economy. For them, the annual output of the mines oc * * 

an increase in riches and does not impel them to offer h g» 'pc . 
They will continue to live at the standard at which the, us.J to 
live before. Their spending within these limits wi no , . | 

the market. Thus the normal amount of gold P^n°n. aWmugh 
certainly increasing the quantity of money avaiajc, ‘ , 

into motion the process of depreciation. It is neutral with regard 

As against this reasoning one must first of all observe that 
a progressing economy in which population figures nnr ££££ 
and the division of labor and its corollary, industria P * . 

are perfected, there prevails a tendency toward an -ncrw*c n tire 
demand for money. Additional people appear on t w sc 
to establish cash holdings. The extent of economic sc f-si ^ • 
i.e., of production for the household’s ow n ncci s. s ' rn ’ ' , . c 

become more dependent upon the market; t is wi , >.• * 

impel them to increase their holding of cash. u,s t \c | ’ i.. c ? 

tendency emanating from what is called the “normal 
tion encounters a price-cutting tendency emanating 
creased demand for cash holding. However, these tw o opj n 

encics do not neutralize each other. Both processes take t icir 
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course, both result in a disarrangement of existing social conditions, 
making some people richer, some people poorer. Both affect the prices 
of various goods at different dates and to a different degree. It is true 
that the rise in the prices of some commodities caused bv one of these 
processes can finally be compensated by the fall caused by the other 
process. It may happen that at the end some or many prices come 
back to their previous height. But this final result is not the outcome 
of an absence of movements provoked by changes in the money rela¬ 
tion. It is rather the outcome of the joint effect of the coincidence of 
two processes independent of each other, each of which brings about 
alterations in the market data as well as in the material conditions of 
various individuals and groups of individuals. The new structure of 
prices may not differ very much from the previous one. But it is 
the resultant of two scries of changes which have accomplished all 
inherent social transformations. 

The fact that the owners of gold mines rely upon steady yearly 
proceeds from their gold production does not cancel the newly 
mined gold’s impression upon prices. The owners of the mines take 
from the market, in exchange for the gold produced, the goods and 
services required for their mining and the goods needed for their 
consumption and their investments in other lines of production. If 
they had not produced this amount of gold, prices would not have 
been affected by it. It is beside the point that they have anticipated 
the future yield of the mines and capitalized it and that they have 
adjusted their standard of living to the expectation of steady proceeds 
from the mining operations. The effects which the newly mined 
gold exercises on their expenditure and on that of those people whose 
cash holdings step by step it enters later begin only at the instant this 
gold is available in the hands of the mine owners. If, in the expectation 
of future yields, they had expended money at an earlier date and the 
expected yield failed to appear, conditions would not differ from 
other cases in which consumption was financed by credit based on 
expectations not realized by later events. 

Changes in the extent of the desired cash holding of various people 
neutralize one another only to the extent that they arc regularly re¬ 
curring and mutually connected by a causal reciprocity. Salaried 
people and w age earners arc not paid daily, but at certain pay days 
for a period of one or several w eeks. They do not plan to keep their 
cash holding w ithin the period between pay days at the same level; 
the amount of cash in their pockets declines with the approach of the 
next pay day. On the other hand, the merchants who supply them 
w ith the necessities of life increase their cash holdings concomitantly. 
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The two movements condition each other; there is a causal, mterdc; 

pendence between them which harmonizes them both w «h reg rd to 
time and to quantitative amount. Neither the dealer n rh s customer 
lets himself be influenced by these recurrent fl,^«•< n*Their 
plans concerning cash holding as well as t cir " ,s whole 

and their spending for consumption respective \ 
period in view and take it into account as a whole. <(f # 

It was this phenomenon that led economists » jn thc 

regular circulation of money and to thc neg ect o con catcna- 

individuals* cash holdings. However, we are faced wit - 

tion which is limited to a narrow, neatly circumscribed fieW Onl 

as far as the increase in the cash holding of one group of P'P< 
temporally and quantitatively related to the decrea* “ 

holding of another group and as far as these changes a s ' 

within the course of a period which the member* o gg 

consider as a whole in planning their cash holding, c 

tion take place. Beyond this held there ,s no question of such 
neutralization. 

5. The Problem of Hume and Mill and the Driving 

Force of Money 

Is it possible to think of a state of affairs in M 
purchasing power of money occur at the' and in proportion 

extent with regard to all commodities and scr thc supplv of 

to the changes effected in cither thc dema nC v within 

money? In other words, is it possible to think « tM thc 

thc frame of an economic system which d 5 \\* c nw v 

imaginary construction of an evenly rotating eto 
call this pertinent question thc problem of ,, "' C ^ fcd in finding 

a — * - 
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another, /he two .yrronf differ front an ant.on, 

that to each amount of money w in A the * , there arc 

« m in B, „ being greater or smaller than ,; wc *«•^ 
n° deferred payments and that the money used m bo 11SC . 

only monetary purposes and docs not allou ot . . ;/ !s it 

Consequently the prices in thc two systems arc m 

9- Cf. Miscs, Theory o\ Money and Credit, pp. 
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thinkable that conditions in A can be altered at one stroke in such a 
way as to make them entirely equivalent to conditions in B? 

The answer to this question must obviously be in the negative. He 
who wants to answer it in the positive must assume that a dens ex 
7/iachina approaches every individual at the same instant, increases 
or decreases his cash holding by multiplying it by n , and tells him that 
henceforth he must multiply bv n all price data which he employs in 
his appraisements and calculations. This cannot happen without a 
miracle. 

It has been pointed out already that in the imaginary construction 
of an evenly rotating economy the very notion of money vanishes 
into an unsubstantial calculation process, self-contradictory and de¬ 
void of anv meaning. 1 " It is impossible to assign any function to in¬ 
direct exchange, media of exchange, and money within an imaginary 
construction the characteristic mark of which is unchangcability and 
rigidity of conditions. 

Where there is no uncertainty concerning the future, there is no 
need for any cash holding. As money must necessarily be kept by 
people in their cash holdings, there cannot be any money. \ he use of 
media of exchange and the keeping of cash holdings arc conditioned 
by the changeability of economic data. Money in itself is an element 
of change; its existence is incompatible with the idea of a regular flow 
of events in an evenly rotating economy. 

Every change in the money relation altcrs-^apart from its effects 
upon deferred payments—the conditions of the individual members 
of society. Some become richer, some poorer. It may happen that the 
effects of a change in the demand for and supply of money encounter 
the effects of opposite changes occurring by and large at the same 
time and to the same extent; it may happen that the resultant of the 
two opposite movements is such that no conspicuous changes in the 
price structure emerge. But even then the effects on the conditions 
of the various individuals are not absent. Each change in the money 
relation takes its own course and produces its own particular effects. 
If an inflationary movement and a deflationary one occur at the same 
time or if an inflation is temporally followed by a deflation in such a 
w ay that prices finally arc not very much changed, the social conse¬ 
quences of each of the two movements do not cancel each other. To 
the social consequences of an inflation those of a deflation arc added. 
There is no reason to assume that all or even most of those favored by 
one movement will be hurt by the second one, or vice versa. 

Money is neither an abstract numeraire nor a standard of value or 
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Only because there arc tccau.c it is 

an element of change not because chances about the 

kept in cash holdings. Only because pcop I i. novv |cd<-c whatso- 
kind and extent of which they have no certa.n knou .eu a e 

ever, do they keep money. chanR j ng economy, it is 

While money can be thought of onK in a ch3n S'"j , economic 
in itself an eleven, of fnjhet' clung- ” '^"changes, 

data sets it in motion and makes it -if^nac ratios between the 

Every shift in the mutual relation of the * in pro¬ 

various nonmonetary goods not ^ di " tr f but i 0 n. but also provokes 
duction and in what is popular!) call changes. Nothing 

changes in the money relation and thus further change ^ ^b 

can happen in the orbit of vendible goo s « affects the orbit 

of money, and all that happens in the orbit of n.onc) 

of commodities. contradictory than that 

The notion of a neutral money without a driving 

of a money of stable purchasing p°" ■ 1 • | )C a perfect 

force of its own would not. as people assume. 1 

money; it would not be money at all. ( moncv should be 

It is a popular fallacy to belies c • P power, and that 

neutral and endowed with unchanging p 1 ■ - . ,, cr f c ct money, 

the goal of monetary policy should be to reah/e th s pe e ^ 

It is'easy to understUd this idea as a reaction against the^ ^ 
popular postulates of the inflationists hM workc j havoc be- 

it is in itself confused and contradictor) , • inherent in the 

cause it was strengthened by an inveterate error 

thought of many philosophers and cconomis s. . state of 

These thinkers are misled by the widespread belief Jha ^ 

rest is more perfect than one of movement. consequently 

implies that no more perfect state can bc said of a 

that every change would impair it. 1 'C . )C * *» state of ncrfcc- 

motion is that it is directed toward the 

tion in which there is rest because c\ cr\ absence of com- 

lead into a less perfect state. Motion « ^ uWc and want, 

librium and full satisfaction, as a mam • fhat acr j on aims at 

As far as such thoughts merely establis h • atwinnicnt c) f full 
the removal of uneasiness and ultimate > • f orU ct that rest 

satisfaction, they are well founded. But one must noti b con _ 
and equilibrium are not only present in a state in « 1 
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tentmcnt has made people perfectly happy, but no less in a state in 
w hich, although wanting in many regards, they do not see any means 
of improving their condition. The absence of action is not only the 
result of full satisfaction; it can no less be the corollary of the inability 
to render things more satisfactory. It can mean hopelessness as well 
as contentment. 

With the real universe of action and unceasing change, with the 
economic system which cannot be rigid, neither neutrality of money 
nor stability of its purchasing power arc compatible. A world of the 
kind which the necessary requirements of neutral and stable money 
presuppose would be a world without action. 

It is therefore neither strange nor vicious that in the frame of such 
a changing world money is neither neutral nor stable in purchasing 
power. All plans to render money neutral and stable are contradic¬ 
tory. Money is an clement of action and consequently of change. 
Changes in the money relation, i.c., in the relation of the demand for 
and the supply of money, affect the exchange ratio between money 
on the one hand and the vendible commodities on the other hand. 
These changes do not affect at the same time and to the same extent 
the prices of the various commodities and services. They conse¬ 
quently affect the w ealth of the various members of society in a dif¬ 
ferent way. 

6. Cash-Induced and Goods-Induced Changes in 
Purchasing Power 

Changes in the purchasing power of money, i.e., in the exchange 
ratio between money and the vendible goods and commodities, can 
originate cither from the side of money or from the side of the vendi¬ 
ble goods and commodities. The change in the data w hich provokes 
them can cither occur in the demand for and supply of money' or in 
the demand for and supply* of the other goods and services. We may 
accordingly distinguish between cash-induced and goods-induced 
changes in purchasing power. 

(ioods-induccd changes in purchasing power can be brought about 
by changes in the supply of commodities and services or in the de¬ 
mand for individual commodities and services. A general rise or fall 
in the demand for all goods and services or the greater part of them 
can be effected only from the side of money. 

l et us now scrutinize the social and economic consequences of 
changes in the purchasing power of money under the following three 
assumptions: first, that the money in question can only be used as 
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'“S"dc, these options ,» that cash-taduced 

“ h "’ pi ""' ‘ mi, ’ c “' ■ 

various individuals. indirectly generate 

Cash-induced changes !» P . cumul ation of additional 

further changes by favoring *' Whether and in what 

capital or ‘he consunipt.on of p.tal a^ailalde ^ JcpenJi lhe 

jsnss zxzz&z* ** *- pnM ' m 
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mg else but consequences of a slut or decrease in the 

others. If they are brought aboutt > ^ f(om sonlc people to 

supply of goods they are not n.c ^ what Paul has lost. 

other people. 1 hey do not mean 1 nobody is impoverished. 

Some people may become richer altnoi y 

and vice versa. . , . •... ........ 1 c t A and B be 

We may describe this fact inthe o ^ B conncctcd with each 
two independent systems " h.ch ar ^ ^ a monev which 

other. In both systems the same kin • ^ Now wc assume, as 

cannot be used for any nonmone ) pi - n sQ far as in /( the 
case i, that A and B differ from e tota) supp | v „f money in 

total supply of money an d to every claim in terms 

A, and that to every cash holding f h() ))f „ f and a claim 

of money d in A there corrcspon , T~i. en we assume, as 

of » d in B. In every orher *,£tnU-T"“ f» B ’.he 

case 2, that A and B differ from e . thc tota | supply 

total supply of a certain commodity r * " P- P *> 

ii. Cf. below. Chapter XX. 
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of this commodity in A, and that to evcr\ r stock v of this commodity r 
in A there corresponds a stock of n v in B. In both eases n is greater 
than i. If we ask every individual of A whether he is ready to make 
the slightest sacrifice in order to exchange his position for the cor¬ 
responding place in B, the answer will be unanimously in the negative 
in case i. But in case 2 all owners of r and all those who do not own 
anv r, but arc eager to acquire a quantity of it—i.c., at least one in¬ 
dividual—will answer in the affirmative. 

The services money renders are conditioned bv the height of its 
purchasing power. Nobody wants to have in his cash holding a definite 
number of pieces of money or a definite weight of money; he wants 
to keep a cash holding of a definite amount of purchasing power. As 
the operation of the market tends to determine the final state of 
money's purchasing power at a height at which the supply of and 
the demand for money coincide, there can never be an excess or a 
deficiency of money. Each individual and all individuals together 
always enjoy fully the advantages which they can derive from in¬ 
direct exchange and the use of money, no matter whether the total 
quantity of money is great or small. Changes in money’s purchasing 
power generate changes in the disposition of wealth among the various 
members of society. From the point of view of people eager to be 
enriched by such changes, the supply of money may be called in¬ 
sufficient or excessive, and the appetite for such gains may result in 
policies designed to bring about cash-induced alterations in purchas¬ 
ing power. However, the services which money renders can be 
neither improved nor impaired by changing the supply of money. 
1 here may appear an excess or a deficiency of money in an individ¬ 
ual's cash holding. But such a condition can be remedied by increas¬ 
ing or decreasing consumption or investment. (Of course, one must 
not fall prey to the popular confusion between the demand for money 
for cash holding and the appetite for more wealth.) The quantity of 
money available in the whole economy is always sufficient to secure 
for everybody all that money docs and can do. 

From the point of view of this insight one may call wasteful all 
expenditures incurred for increasing the quantity of money. The 
fact that things which could render some other useful services arc 
employed is money and thus w ithhcld from these other employments 
appears as a superfluous curtailment of limited opportunities for 
want-satisfaction. It was this idea that led Adam Smith and Ricardo 
to the opinion that it was very beneficial to reduce the cost of pro- 

^ ^ use of paper printed currency. 

I 1 owe vet*, things appear in a different light to the students of mon’c- 
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tary history. If one looks at the catastrophic consequences of the 

great paper money inflations, one must admit that the cx P cns, ' e "^ 

of gold production is the minor evil. It would be funic to etor that 

these catastrophes were brought about by the improper use hu h 

the governments made of the powers that credit money 

placed in their hands and that wiser governments would ha c a op ed 

sounder policies. As money can never be neutral and ^ 1 P 

chasing power, a government’s plans concerning the f en u n 

of the quantity of money can never be impart,al and fa r to all mm, 

bers of society Whatever a government docs in the pur. 

to influence the height of purchasing power depends n^ c «anly upon 

the rulers’ personal value judgments. It al\va\s furtl 

of some groups of people at the expense of othc . X're In he 

serves what is called the commonweal or the public 

field of monetary policies too there is no such thing as a scent,he 

It choice of the good ,o he en.pioycj „ . m«dl». of 

and as money is never indifferent. It determines the is only 

cash-induced changes in purchasing poster. ic l l ,j, c 

who should make The choice: the people buying -md scfling £ £ 

market, or the government? It was the market which n a e 

process, going on for ages, finally assigne to 1 

gold and silver the character of money. For two ^ in ^ d C , )1 \ C 

governments have interfered with the market s ch«uce fthe «> ' 

medium. Even the most bigoted etatists do not venture to assert 

this interference has proved beneficial. 

Inflation and Deflation; Inflationism and Deflationistn 

The notions of inflation and dc ? al ^ of the 

They were not created by economists, but b> that there is such 

public and of politicians. They implied the P ( T u in wcr niu l that 

a thing as neutral money or money From this 

sound money should be neutral and stable in I cash-induced 

point of view the term inflation was applied to t „ 

changes resulting in a drop in purchasing poxxcr, an nower. 

signify cash-induced changes resulting in a rise in P ur * , . f act that 

purchasing power never remains unchanged . S irilv per- 

is alwavs either inflation or deflation. T hey ignore _ • ( 

pctual fluctuations as far as they arc only small andi " >’‘ r "^ c c 

reserve the use of the terms to big changes ... purchasing pov«r. Since tl^ 
question as to at what point a change in purchasing po« 1 b , 
being called big depends on personal relevance judgments, it becomes 
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manifest that inflation and deflation are terms lacking the categorial 
precision required for praxeological, economic, and catallactic concepts. 
Their application is appropriate for history and politics. Catallactics is free 
to resort to them only when applying its theorems to the interpretation of 
events of economic history and of political programs. Moreover, it is very 
expedient even in rigid catallactic disquisitions to make use of these two 
terms whenever no misinterpretation can possibly result and pedantic 
heaviness of expression can be avoided. But it is necessary never to forget 
that all that catallactics says with regard to inflation and deflation—i.e., big 
cash-induced changes in purchasing power—is valid also with regard to 
small changes, although, of course, the consequences of smaller changes arc 
less conspicuous than those of big changes. 

I'hc terms inflationism and deflationism, inflationist and deflationist, 
signifv the political programs aiming at inflation and deflation in the sense 
of big cash-induced changes in purchasing power. 

The semantic revolution which is one of the characteristic features of 
our ilav lias also changed the traditional connotation of the terms inflation 
and deflation. What many people today call inflation or deflation is no 
longer the great increase or decrease in the supply of money, but its inexo¬ 
rable consequences, the general tendency toward a rise or a fall in com¬ 
modity prices and wage rates. This innovation is bv no means harmless. It 
plavs an important role in fomenting the popular tendencies toward in¬ 
flationism. 

l irst of all there is no longer any term available to signify what inflation 
used to signify. It is impossible to tight a policy which you cannot name. 
Statesmen and writers no longer have the opportunity of resorting to a ter¬ 
minology accepted and understood by the public when they want to ques¬ 
tion the expediency of issuing huge amounts of additional money. They 
must enter into a detailed analysis and description of this policy with full 
particulars and minute accounts whenever they want to refer to it, and 
thc\ must repeat this bothersome procedure in every sentence in which 
thee deal with the subject. As this policy has no name, it becomes self- 
understood and a matter of fact. It goes on luxuriantly. 

1 lie second mischief is that those engaged in futile and hopeless attempts 
to fight the inevitable consequences of inflation—the rise in prices—arc 
disguising their endeavors as a fight against inflation. While merely fight¬ 
ing symptoms, they pretend to fight the root causes of the evil. Because 
they do not comprehend the causal relation between the increase in the 
quantity of money on the one hand and the rise in prices on the other, they 
practically make things worse. The best example was provided bv the sub¬ 
sidies granted on the part of the governments of the United States, Canada, 
and (ireat Britain to farmers. Price ceilings reduce the supply of the com¬ 
modities concerned because production involves a loss for the marginal 
producers. I o prevent this outcome the governments granted subsidies to 
the farmers producing at the highest costs. These subsidies were financed 
out of additional increases in the quantity of monev. If the consumers had 
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deflation is utterly confusing and misleading 
rejected. 

7 . Monetary Calculation and Changes in Purchasing Power 
Monetary c.tcnUn.n rer.o™ 

services as they were determined or uouki n () detcct 

or presumably will be determined on the maiket. U * 
price discrepancies and to draw cone usl< *" s nnot be la kcn into 

Cash-induced changes in purchasing p | acc n f ca |. 
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result of thc comparison of calculati • stable purchas- 

of money. As th/re is no such thing as cvcry 

mg power, such apparent profits and . ^ ^ _ f n|oncy it 

mode of economic calculation, n na , bctwccn genuine 

may be based. It is impossible to d.st.ngu.sh preeweh ■*** S 

profits and losses and merely apP*™' P£jj economic calculation is 
It is therefore possible to maintain tn.u 
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not perfect. However, nobody can suggest a method which could 
free economic calculation from these defects or design a monetary 
system which could remove this source of error entirely. 

It is an undeniable fact that the free market has succeeded in de¬ 
veloping a currency system which well served all the requirements 
both of indirect exchange and of economic calculation. The aims of 
monetary calculation are such that they cannot be frustrated by the 
inaccuracies which stem from slow and comparatively slight move¬ 
ments in purchasing power. Cash-induced changes in purchasing 
power of the extent to which they occurred in the last two centuries 
with metallic money, cxpccially with gold money, cannot influence 
the result of the businessmen’s economic calculations so considerably 
as to render such calculations useless. Historical experience shows that 
one could, for all practical purposes of the conduct of business, man¬ 
age very well with these methods of calculation. Theoretical con¬ 
sideration shows that it is impossible to design, still less to realize, a 
better method. In view of these facts it is vain to call monctarv cal- 
dilation imperfect. Man has not the power to change the categories 
of human action. He must adjust his conduct to them. 

Businessmen never deemed it necessary to free economic calcula¬ 
tion in terms of gold from its dependence on the fluctuations in pur¬ 
chasing power. The proposals to improve the currency system by 
adopting a tabular standard based on index numbers or by adopting 

various methods of commodity standards were not advanced with 

• 

regard to business transactions and to monetary calculation. Their 
aim was to provide a less fluctuating standard for long-run loan 
contracts. Businessmen did not even consider it expedient to modify 
their accounting methods in those regards in which it would have been 
easy to narrow down certain errors induced by fluctuations in pur¬ 
chasing power. It would, for instance, have been possible to discard 
the practice of writing off durable equipment by means of yearly 
depreciation quotas, invariably fixed in a percentage of the cost of 
its acquisition. In its place one could resort to the device of laving 
aside in renewal funds as much as seems necessary to provide the full 
costs of the replacement at the time when it is required. But business 
was not eager to adopt such a procedure. 

All this is valid only with regard to money which is not subject 
to rapid, big cash-induced changes in purchasing power. But money 
with which such rapid and big changes occur loses its suitability to 
serve as a medium of exchange altogether. 
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8 . The Anticipation of Expected Changes in 
Purchasing Power 

past is unthinkable. Nothing can enter into the fun 

of exchange which was not already previously an c~'c good and 

to which people assigned exchange value already before .t .as 

nianded as such a medium. immediate oast 

But the purchasing power handed down , m Human 

is modified by today •*"?"«^ r »nd : «H» > jm(i onlv thc 
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future of thc impending hour. He who >u>s, future will 
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appraisement. This is no less true w.th regard to m - 
with regard to all vendible goods. In tins 

today’s exchange value of money is an ant,cl P money is its 
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purchasing power as it was in the immediate past But 
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But if once public opinion is convinced t ia 
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quantity of money will continue and never come to an end, and that 
consequently the prices of all commodities and services will not 
cease to rise, everybody becomes eager to buy as much as possible 
and to restrict his cash holding to a minimum size. For under these 
circumstances the regular costs incurred by holding cash are in¬ 
creased bv the losses caused by the progressive fall in purchasing 
power. The advantages of holding cash must be paid for by sacrifices 
which arc deemed unreasonably burdensome. This phenomenon was, 
in the great European inflations of the ’twenties, called flight into real 
goods (Flucht in die Sacfyiverte) or crack-up boom (K at astrophen- 
hausse). The mathematical economists arc at a loss to comprehend 
the causal relation between the increase in the quantity of money and 
what they call “velocity of circulation.” 

The characteristic mark of the phenomenon is that the increase in 
the quantity of money causes a fall in the demand for money. 1 he 
tendency toward a fall in purchasing power as generated by the in¬ 
creased supply of money is intensified by the general propensity to 
restrict cash holdings which it brings about. Eventually a point is 
reached where the prices at which people would be prepared to part 
with “real" goods discount to such an extent the expected progress 
in the fall of purchasing power that nobody has a sufficient amount of 
cash at hand to pay them. The monetary system breaks down; all 
transactions in the money concerned cease; a panic makes its pur¬ 
chasing power vanish altogether. People return either to barter or 
to the use of another kind of money. 

The course of a progressing inflation is this: At the beginning the 
inflow of additional money makes the prices of some commodities 
and services rise; other prices rise later. The price rise affects the 
various commodities and services, as has been shown, at different 
dates and to a different extent. 

This first stage of the inflationary process may last for many years. 
W hile it lasts, the prices of many goods and services arc not vet ad¬ 
justed to the altered money relation. There are still people in the 
country who have not yet become aware of the fact that they are 
confronted with a price revolution which will finally result in a 
considerable rise of all prices, although the extent of this rise will not 
be the same in the various commodities and services. These people 
still believe that prices one day will drop. Waiting for this day, they 
restrict their purchases and concomitantly increase their cash hold¬ 
ings. As long as such ideas arc still held by public opinion, it is not 
vet too late for the government to abandon its inflationary policy. 

But then finally the masses wake up. 1 hey become suddenly aware 
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of the fact that inflation is a deliberate policy and w ^ §" °" 
lessly. A breakdown occurs. The crack-up boon, appear. I er> 
body is anxious to swap his money against real goofe no matMT 
whether he needs them or not. no matter how much .' J" 

pay for them. Within a very short time, within ai fe« weeks 
days, the things which were used as money are no longer used as medu 
of exchange. They become scrap paper. Nobody « ants g 

TSEOpened with the Continent, cnmencyjn America 

in i 7 8 i, with the French vunniatt termor,anx in 

German Mark in .913- It will happen again whenever the sam* tn«J 

tions appear. If a thing has to be used as a medium of ^ ha f| ' £ 

opinion must not believe that the quantity of this th.ng '» intreJ ' e 

beyond all bounds. Inflation is a policy that cannot last forever. 

0 

9. The Specific Value of Money 

As far as a good used as money is valued and appraised 
of the services it renders for nonmonetary purposes "<* P'«t>><ju 
raised which would require special treatment. 1 he »*k oThe the ^ 
of money consists merely in dealing'' it t * unct fo n as a medium 
valuation of money which is conditioned 

of exchange. «;.• i vtvc been employed 

In the course of history various comn < greater parr 

as media of exchange. A long evolution 1 c m^ Q|dv two . the 
of these commodities from the monetary s( . cond ’ arl „f the 

precious metals gold and silver, icmai . irlihcritelv turned 

nineteenth century more and more governments deliberately 

toward the demonetization of silver. commodity which 

In all these cases what is employed as mo > ^ • u st ., ndar d gold 
is used also for nonmonetary purposes, k £ t t |, c laws 

is money and money is gold. It is ini.iiaterial x,hechej ... not 

assign legal tender quality only tc, g«» <•<»' ' fixcd weight 

ment. What counts is that these coins . lri nsformcd into 

of gold and every quantityof'>>“»“'«can f ^ ^ stcr ,; ng were 

coins. Under the gold standard the dollar I yery narrow nwr . 

merely names for a definite weight of g< Jd. ca || s uch a sort of 

gins precisely determined bv the ' 

money conrinodity money . . Credit money evolved 

A second sort of money is credit use claims, 

out of the use of money-substitutes. It • , ( SU m 

payable on demand and absolutely secure, as substitutes for 



426 Human Action 

of money to which they gave a claim. (We shall deal with the features 
and problems of money-substitutes in the next section.) The market 
did not stop using such claims when one day their prompt redemp¬ 
tion was suspended and thereby doubts about their safety and the 
solvency of the obligee were raised. As long as these claims had been 
daily maturing claims against a debtor of undisputed solvency and 
could be collected without notice and free of expense, their exchange 
value was equal to their face value; it was this perfect equivalence 
which assigned to them the character of money-substitutes. Now, 
as redemption was suspended, the maturity date postponed to an 
undetermined day, and consequently doubts about the solvency of 
the debtor or at least about his willingness to pay emerged, they lost 
a part of the value previously ascribed to them. They were now 
merely claims, which did not bear interest, against a questionable 
debtor and falling due on an undefined day. But as they were used as 
media of exchange, their exchange value did not drop to the level 
to which it would have dropped if they were merely claims. 

One can fairlv assume that such credit money could remain in use 
• • 

as a medium of exchange even if it were to lose its character as a 
claim against a bank or a treasury, and thus would become fiat money . 
Fiat money is a money consisting of mere tokens which can neither 
be employed for any industrial purposes nor convey a claim against 
anybody. 

It is not a task of catallactics but of economic history to investigate 
whether there appeared in the past specimens of fiat money or whether 
all the sorts of money which were not commodity money were credit 
money. The only thing that catallactics has to establish is that the 
possibility of the existence of fiat money must be admitted. 

The important thing to be remembered is that with every sort 
of money, demonetization—i.c., the abandonment of its use as a 
medium of exchange—must result in a serious fall of its exchange 
value. What this practically means has become manifest when in the 
last eighty years the use of silver as commodity money has been pro¬ 
gressively restricted. 

There arc specimens of credit money and fiat money which arc 
embodied in metallic coins. Such money is printed, as it were, on 
silver, nickel, or copper. If such a piece of fiat money is demonetized, 
it still retains exchange value as a piece of metal. But this is only a 
very small indemnification of the owner. It has no practical im¬ 
portance. 

The keeping of cash holding requires sacrifices. To the extent that 
a man keeps money in his pockets or in his balance with a bank, he 
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forsakes the instantaneous acquisition of goods he could consume or 
employ for production. In the market economy these sacrifices can 
be precisely determined by calculation. They are equal to the amount 
of originary interest he would have earned by investing the sum. I he 
fact that a man takes this falling off into account is proof that he 
prefers the advantages of cash holding to the loss in interest yield. 

It is possible to specify the advantages which people expect from 
keeping a definite amount of cash. But it is a delusion to assume that 
an analysis of these motives could provide us with a theory of the 
determination of purchasing power which cou d do without the 
notions of cash holding and demand for and supply of money. 
advantages and disadvantages derived from cash ho ing arc no 
objective factors which could directly influence the size of casn 
holdings. They are put on the scales by each individual and u c.ghcd 
against one another. The result is a subjective judgment of yluc, 
colored by the individual’s personality. Different pcop c ant 
same people at different times value the same objcctiv c acts in a c i 
ferent way. Just as knowledge of a man’s wealth and his p \\ s,ca 
dition does not tell us how much he would be prepared to spend fo 
food of a certain nutritive power, so knowledge about data concern- 
ing a man’s material situation docs not enable us to make dchni 
assertions with regard to the size of his cash holding. 


10 . The Import of the Money Relation 

The money relation, i.c., the relation between demand for and 
supply of money, uniquely determines the price structure 
as the reciprocal exchange ratio between money an t »c \c 
commodities and services is involved. 

If the money relation remains unchanged, neither an mfau • > 
(expansionist) nor a deflationary (contractionist) pressure on ; * 

business, production, consumption, and employment can erne g • 
assertions to the contrary reflect the grievances of P co P c rc ' . 

adjust their activities to the demands of their fellow men . 
fested on the market. However, it is not an account of an . Ik 
scarcity of money that prices of agricultural products arc too 
secure to the submarginal farmers proceeds of the amount 1 1CV 
like to cam. The cause of these farmers’ distress is that other farmers 
arc producing at lower costs. What is wrong with British i y ani,fac 
luring is not that the “level” of prices is too low, but the fact . 

12. Such an attempt was made by Greidanus. The Value of Money (London. 
* 932 ), pp. 197 ff. 
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they did not succeed in raising the productivity of the capital in¬ 
vested and the men employed to a height that would provide all the 
goods the British want to consume. 

An increase in the quantity of goods produced, other things being 
unchanged, must bring about an improvement in people’s condi¬ 
tions. Its consequence is a fall in the money prices of the goods the 
production of which has been increased. But such a fall in money 
prices does not in the least impair the benefits derived from the addi¬ 
tional wealth produced. One may consider as unfair the increase in 
the share of the additional wealth which goes to the creditors, al¬ 
though such criticisms arc questionable as far as the rise in purchasing 
power has been correctly anticipated and adequately taken into 
account by a negative price premium. 13 But one must not say that a 
fall in prices caused by an increase in the production of the goods 
concerned is the proof of some disequilibrium which cannot be 
eliminated otherwise than by increasing the quantity of money. Of 
course, as a rule every increase in production of sonic or of all com¬ 
modities requires a new allocation of factors of production to the 
various branches of business. If the quantity of money remains un¬ 
changed, the necessity of such a reallocation becomes visible in the 
price structure. Some lines of production become more profitable, 
while in others profits drop or losses appear. Thus the operation of 
the market tends to eliminate these much discussed disequilibria. It 
is possible bv means of an increase in the quantity of money to delay 
or to interrupt this process of adjustment. It is impossible either to 
make it superfluous or less painful for those concerned. 

If the government-made cash-induced changes in the purchasing 
power of money resulted onlv in shifts of wealth from some people 
to other people, it would not be permissible to condemn them from 
the point of view of catallactics’ scientific neutrality. It is obviously 
fraudulent to justify them under the pretext of the commonweal or 
public welfare. But one could still consider them as political measures 
suitable to promote the interests of some groups of people at the ex¬ 
pense of others without further detriment. However, there are still 
other things involved. 

It is not necessary to point out the consequences to which a con¬ 
tinued deflationary policy must lead. Nobody advocates such a 
policy. The favor of the masses and of the writers and politicians 
eager for applause goes to inflation. With regard to these endeavors 
we must emphasize three points. First: Inflationary or expansionist 

M. About the relations of the market rate of interest and changes in purchas¬ 
ing power, cf. below. Chapter XX. 
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policy must result in overconsumption on the one hand and m mal- 
investment on the other. It thus squanders capital and -"’pairs the 
future state of want-satisfaction.- Second: 1 he mflat.onars process 
does not remove the necessity of adjusting production and real¬ 
locating resources. It merely postpones it and thereby maUes 
more troublesome. Third: Inflation cannot be employed “ .* " 

manent policy because it must, when continued, finally result a 

breakdown of the monetary system. 

A retailer or innkeeper can easily fall prey to the ■I'- - that ..H 

that is needed to make him and his colleagues more prosperous is mo^ 

spending on the part of the public. In h,s eyes the main thing s 
impel people to spend more. But it is amazing that ^s^hcfcoudbe 
presented to the world as a new social philosophy. I-ord^Ke> ncs jd 
his disciples make the lack of the propensity ,o consume respons We 
for what they deem unsatisfactory in economic conditions \\ ha^ s 
needed, in their eves, to make men more prosperous is not an mm** 
in production, but an increase in spending. In order to 
for people to spend more, an “expansionist" policy*."w M* 
This doctrine is as old as it is bad. Its analysis and refutation « 
undertaken in the section dealing with the trade cycle. 


n. The Money-Substitutes 

Claims to a definite amount of money, payable and redcc^ble on 

demand, against a debtor about whose so xcncy ‘ individual 
pay the^ .Joes not prevail the slightest doubt 

all the services money can render, provided that all parncs u «h « »« '» 
he could possibly transact business are perfectly (. »-avw h he* 
essential qualities of the claims concerned: daily matm ‘.V ^ 

doubted solvency and willingness to pay on t ic p. ^ rtf- 

We may call such claims inoncy-suhstmius as u . 
place money in an individual's or a firm s cas i ‘ 1 c ., n ||. lct ics 

and legal features of the money -substitutes do not 

A money-substitute can be embodied cither in a nioncv ” or 

mand deposit with a bank subject to dice ( e kc , ' t | K . 

deposit currency), provided the bank is prepares _ Token 
note or the deposit daily free of charge against money pr °l* r ; 
coins are also money-substitutes, provided t ic <>w nc . without 

to exchange them at need against money free o txpei SL j 

delay. To achieve this it is not required that the government be 

14. Cf. below, pp. 561-562. 

15. Cf. below, pp. 545-562. 
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hound by law to redeem them. What counts is the fact that these 
tokens can be really converted free of expense and without delay. 
If the total amount of token coins issued is kept within reasonable 
limits, no special provisions on the part of the government are neces¬ 
sary to keep their exchange value at par with their face value. The 
demand of the public for small change gives everybody the opportu¬ 
nity to exchange them easily against pieces of money. The main thing 
is that every owner of a money-substitute is perfectly certain that it 
can, at every instant and free of expense, be exchanged against money. 

If the debtor—the government or a bank—keeps against the whole 
amount of money-substitutes a reserve of money proper, we call the 
money-substitute a money-certificate. The individual money-certif¬ 
icate is—not necessarily in a legal sense, but always in the catallactic 
sense—a representative of a corresponding amount of money kept 
in the reserve. The issuing of money-certificates docs not increase the 
quantity of things suitable to satisfy the demand for money for cash 
holding. Changes in the quantity of money-certificates therefore do 
not alter the supply of money and the money relation. They do not 
play any role in the determination of the purchasing power of money. 

If the money reserve kept by the debtor against the money-sub¬ 
stitutes issued is less than the total amount of such substitutes, we call 
that amount of substitutes which exceeds the reserve fiduciary media. 
As a rule it is not possible to ascertain whether a concrete specimen 
of money-substitutes is a money-certificate or a fiduciary medium. A 
part of the total amount of money-substitutes issued is usually covered 
by a money reserve held. Thus a part of the total amount of money- 
substitutes issued is money-certificates, the rest fiduciary media. But 
this fact can only be recognized by those familiar with the bank’s 
balance sheets. I he individual banknote, deposit, or token coin does 
not indicate its catallactic character. 

The issue of money-certificates docs not increase the funds which 
the bank can employ in the conduct of its lending business. A bank 
which does not issue fiduciary media can only grant cotmnodity 
credit . i.e., it can only lend its own funds and the amount of money 
which its customers have entrusted to it. The issue of fiduciary media 
enlarges the bank’s funds available for lending beyond these limits. 
It can now not only grant commodity credit, but also circulation 
credit , i.e., credit granted out of the issue of fiduciary media. 

While the quantity of money-certificates is indilTcrcnt, the quantity 
of fiduciary media is not. The fiduciary media affect the market 
phenomena in the same way as money docs. Changes in their quantity 
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influence the determination of money’s purchasing power and of 
prices and—temporarily—also of the rate of interest 

Earlier economists applied a different terminology. Many « ere pre¬ 
pared to call the money-substitutes simply money, as they_ are fit 
to render the services money renders. However. th,s tcrmm° o g > 
is not expedient. The first purpose of a scientific termnokg » to 
facilitate the analysis of the problems involved. The «sk ° A « l 
lactic theory of money-as differentiated from the lega thror. and 
from the technical disciplines of bank management nnd acc u n 
-is the study of the problems of the determination of>,ces anm 
terest rates. This task requires a sharp distinction between monos 

certificates and fiduciary media. . . , 

The term credit expat,sic, has often been misintecJ 
important to realize that commodity credit cannot be expanded.! he 
only vehicle of credit expansion is circulation credit. But t g • (f 
ing of circulation credit docs not always mean trci , _ * ‘ d 

the amount of fiduciary media previously issued ^ consummated 
all its effects upon the market, if prices, wage rates, a, , , • . 

have been adjusted to the total supply of money proper P'"^ d c ^ 
media (supply of money in the broader sense). 

credit without a further increase in the quantity o ‘ n i,jf credit 
is no longer credit expansion. Credit expans,on ,s presen onl> f uu 
is granted by the issue of an additional amount of fidu r media, 
not if banks 7 lend anew fiduciary media paid back to 
old debtors. 

12. The Limitation on the Issuance of Fiduciary Media 

People deal with money-substitutes as if they were mo-wy b« "'« 
they are fully confident that it will be possib c to c _ D 1V 

an/ time without delay and without cost against mon^ M e m.^ 
call those who share in this confidence and are therefore rcad> ^ 
deal with money-substitutes as if they were money, <- of n()t 

issuing banker, bank, or authority. It does ‘|* r t , K . pattcrns of 

this issuing establishment is operated acc< © . * • c( j j )V 

conduct customary in the banking business. ° tn 1 treasury 

a country’s treasury arc money-substitutes too, a t \o\ g ‘ ns * a 

as a rule docs not enter the amount issued into ' s national 

liability and docs not consider this amount a par m oncv- 

debt. It is no less immaterial whether or not the owner of a nione^ 
substitute has an actionable claim to redemption. 
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whether the money-substitute can really be exchanged against money 
without delay and cost.’® 

Issuing money-certificates is an expensive venture. The banknotes 
must be printed, the token coins minted; a complicated accounting 
system for the deposits must be organized; the reserves must be kept 
in safety; then there is the risk of being cheated by counterfeit bank¬ 
notes and checks. Against all these expenses stands only the slight 
chance that some of the banknotes issued may be destroyed and the 
still slighter chance that some depositors may forget their deposits. 
Issuing money-certificates is a ruinous business if not connected with 
issuing fiduciary media. In the early history of banking there were 
banks whose only operation consisted in issuing money-certificates. 
But these banks were indemnified by their clients for the costs in¬ 
curred. At any rate, catallactics is not interested in the purely 
technical problems of banks not issuing fiduciary media. The only 
interest that catallactics takes in money-certificates is the connection 
between issuing them and the issuing of fiduciary media. 

While the quantity of money-certificates is catallactically unim¬ 
portant, an increase or decrease in the quantity of fiduciary media 
affects the determination of money's purchasing power in the same 
way as do changes in the quantity of money. Hence the question of 
whether there are or are not limits to the increase in the quantity of 
fiduciary media has fundamental importance. 

If the clientele of the bank includes all members of the market 
economy, the limit to the issue of fiduciary media is the same as that 
drawn to the increase in the quantity of money. A bank which is, 
in an isolated country or in the whole world, the only institution 
issuing fiduciary media and the clientele of which comprises all in¬ 
dividuals and firms, is bound to comply in its conduct of affairs with 
two rules: 

First: It must avoid any action which could make the clients—i.e., 
the public—suspicious. As soon as the clients begin to lose confidence, 
they w ill ask for the redemption of the banknotes and withdraw their 

16. It is furthermore immaterial whether or not the laws assign to the money- 
substitutes legal tender quality. If these things are really dealt with by people as 
money-substitutes and are therefore money-substitutes and equal in purchasing 
power to the respective amount of money, the only effect of the legal tender 
quality is to prevent malicious people from resorting to chicanery for the mere 
sake of annoying their fellow men. If. however, the things concerned arc not 
money-substitutes and are traded at a discount below their face value, the assign¬ 
ment of legal tender quality is tantamount to an authoritarian price ceiling, the 
fixing of a maximum price for gold and foreign exchange and of a minimum 
price for the things which are no longer money-substitutes but either credit 
money or fiat money. Then the effects appear which Gresham's Law describes. 
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deposits. How far the bank can go on increasing its issues of fiduciary 
media without arousing distrust, depends on psycholog,cal cond.t ons 
Second: It must not increase the amount of fiduciary ,n d a t 
such a rate and with such speed that the clients get the conv.ction 
that the rise in prices will continue endlessly at an accelerated pac^ 
For if the public believes that this is the case, t e\ «i re 
cash holdings, flee into “real" values, and bring about the crack-up 
boom. It is impossible to imagine the approach of th-s 
without assuming that its first manifestation consists m the 
of confidence. The public will certainly prefer exchanging the 
fiduciary media against money to fleeing into rca'c^ues, • ^ ^ 
indiscriminate buying of various commodities. 

go bankrupt. If the government interferes by feeing ' ' bank from 
the obligation of redeeming its banknotes an o p t j 
deposits in compliance with the terms of the contract. ''ed> 
media become either credit money or fiat money. ^0 suspension of 
specie payments entirely changes the state of a airs. m onev- 

any question of fiduciary media, of money-certificates ■"»< ' 

substitutes. The government enters the scene: with its gov nimen 
made legal tender laws. The bank loses its independent existence 
becomes 8 a tool of government policies, a subordinate office of the 

ThtPcatallactically most important problems of the 
fiduciary media on the part of a single bank, or" >■ • ' 

concert; the clientele of which comprehends all indic d als. are n.t 
those of the limitations drawn to the amount of t K ,r ,ssl ' , n t | lc 
deal with them in Chapter XX. devoted to the relations betuec., 
quantity of money and the rate of interest. . . , nlo |,_ 

At this point of our investigations we have n, scrutiny tlie^pr >> 

lem of the coexistence of a multiplicity of Jp C P® , ja f () || ONV s 

dependence means that every bank in issuing fu uci. . ^ ( 

its own course and does not act in concert 

existence means that every bank has a clicnte C . '' s '^ c „f simplicity 
elude all members of the market system. 1 ° , t u an onc 

wc will assume that no individual or firm is a clicn «’ ; 

bank. It would not affect the result of our demonstration f c ' 
to assume that there are also people who are clients of more than 
bank and people who arc not clients of any ban . limits 

The question to be raised is not whether 
to the issuance of fiduciary media on the part ° sl c J fiduciary 
coexisting banks. As there are even limits to the miance of Jducuy 

media on the part of a unique bank the clientele «» w t 
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all people, it is obvious that there are such limits for a multiplicity 
of independently coexisting banks too. What we want to show is that 
for such a multiplicity of independently coexisting banks the limits 
are narrower than those drawn for a single bank with an unlimited 
clientele. 

Wc assume that within a market system several independent banks 
have been established in the past. While previously only money was 
in use, these banks have introduced the use of money-substitutes a 
part of which arc fiduciary media. Each bank has a clientele and has 
issued a certain quantity of fiduciary media which arc kept as money- 
substitutes in the cash holdings of various clients. The total quantity of 
the fiduciary media as issued by the banks and absorbed by the cash 
holdings of their clients has altered the structure of prices and the 
monetary unit’s purchasing power. But these effects have already been 
consummated and at present the market is no longer stirred by any 
movements generated from this past credit expansion. 

But now, wc assume further, one bank alone embarks upon an addi¬ 
tional issue of fiduciary media while the other banks do not follow 
suit. The clients of the expanding bank—whether its old clients 
or new ones acquired on account of the expansion—receive additional 
credits, they expand their business activities, they appear on the 
market with an additional demand for goods and services, they bid 
up prices. Those people who arc not clients of the expanding bank 
arc not in a position to afTord these higher prices; they arc forced to 
restrict their purchases. Thus there prevails on the market a shifting 
of goods from the nonclients to the clients of the expanding bank. The 
clients buy more from the nonclicnts than they sell to them; they have 
more to pay to the nonclicnts than they receive from them. But 
money-substitutes issued by the expanding bank arc not suitable for 
payments to nonclicnts, as these people do not assign to them the 
character of money-substitutes. In order to settle the payments due 
to nonclients, the clients must first exchange the money-substitutes 
issued by their own—viz., the expanding bank—against money. The 
expanding bank must redeem its banknotes and pay out its deposits. 
Its reserve—wc suppose that only a part of the money-substitutes it 
had issued had the character of fiduciary media—dwindles. The in¬ 
stant approaches in w hich the bank will—after the exhaustion of its 
money reserve—no longer be in a position to redeem the money- 
substitutes still current. In order to avoid insolvency it must as soon 
ns possible return to a policy of strengthening its money reserve. It 
must abandon its expansionist methods. 

I bis reaction of the market to a credit expansion on the part of a 


Indirect Exchange 435 

bank with a limited clientele has been brilliantly described by the 
Currency School. The special case dealt with by the Currcnct School 
referred to the coincidence of credit expansion on the part of one 
country’s privileged central bank or of all banks of °ne country and 

of a nonexpansionist policy on the part of the ban s o ot icr , 

Our demonstration covers the more general case of the coc ™ 
a multiplicity of banks with different clientele as well a the n ost 
general case of the existence of one bank with a limited clientele in a 
system in which the rest of the people do not patronize an> bank 
and do not consider any claims as money-substitutes. It does not 
matter, of course, whether one assumes that the clients of a bank live 
neatly separated from those of the other banks in a definite d.str et 
or country or whether they live together with those > 1 ' 

banks. These are merely differences in the data not affecting the 

catallactic problems involved. . , . 

A bank can never issue more money-substitutes than « dumts 
can keep in their cash holdings. The individual client can ne e - 
a larger portion of his total cash holding in money-s^smu es tlun 
that corresponding to the proportion of h.s turnove vt tl ot e 
clients of Ids bank to his total turnover. For cons.dcrat ons , 
venience he will, as a rule, remain far be ow this maxm un, propor 
tion. Thus a limit is drawn to the issue of fiduciarv n,cd,a j(>ns 
admit that everybody is ready to accept in his current • 
indiscriminately banknotes issued by any bank ant . C . ,.' not 
upon any bank. But he deposits without delay wit i m . • r 

only the checks but also ‘the banknotes of banks of wlucl hc * n«J 
himself a client. In the further course his bank sett cs » s • <■ j mo 

the bank engaged. Thus the process described abuse 

A lot of nonsense has been written about a perve^e 
of the public for banknotes issued by dubious ban vs. 
except for small groups of businessmen who were a > <- upon 

between good and bad banks, banknotes were a ways < 
with distrust. It was the special charters w h,t 1 x ,c ‘ ^ . - ns c jj s _ 
granted to privileged banks that slowly mac c t use s * comc j nt o 
appear. The often advanced argument that sma > an 1 ‘ j ^ , 
the hands of poor and ignorant people who cannot 
tween good and bad notes cannot be taken serious . 
the recipient of a banknote is and the less familiar he **"* ™* m 
affairs, the more quickly w ill he spend the note am j K ' . 

will it return, by way of retail and wholesale trade, to the issuing 

bank or to people conversant with banking con itions. 
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It is very easy for a bank to increase the number of people who are 
ready to accept loans granted by credit expansion and paid out in 
an amount of monev-substitutes. But it is very difficult for any bank 
to enlarge its clientele, that is, the number of people who are ready to 
consider these claims as money-substitutes and to keep them as such 
in their cash-holdings. To enlarge this clientele is a troublesome and 
slow process, as is the acquisition of any kind of good will. On the 
other hand, a bank can lose its clientele very quickly. If it wants to 
preserve it, it must never permit any doubt about its ability and 
readiness to discharge all its liabilities in due compliance with the 
terms of the contract. A reserve must be kept large enough to redeem 
all banknotes w hich a holder may submit for redemption. There¬ 
fore no bank can content itself with issuing fiduciary media only; it 
must keep a reserve against the total amount of money-substitutes 
issued and thus combine issuing fiduciary media and money-certif¬ 
icates. 

It was a serious blunder to believe that the reserve’s task is to pro¬ 
vide the means for the redemption of those banknotes the holders of 
which have lost confidence in the bank. The confidence which a bank 
and the money-substitutes it has issued enjoy is indivisible. It is either 
present with all its clients or it vanishes entirely. If some of the clients 
lose confidence, the rest of them lose it too. No bank issuing fiduciary 
media and granting circulation credit can fulfill the obligations which 
it has taken over in issuing money-substitutes if all clients are losing 
confidence and want to have their banknotes redeemed and their 
deposits paid back. This is an essential feature or weakness of the 
business of issuing fiduciary media and granting circulation credit. 
No system of reserve policy and no reserve requirements as enforced 
by the laws can remedy it. All that a reserve can do is to make it pos¬ 
sible for the bank to withdraw from the market an excessive amount 
of fiduciary media issued. If the bank has issued more banknotes than 
its clients can use in doing business with other clients, it must redeem 
such an excess. 

I he laws which compelled the banks to keep a reserve in a definite 
ratio of the total amount of deposits and of banknotes issued were 
effective in so far as they restricted the increase in the amount of 
fiduciary media and of circulation credit. They were futile as far as 
they aimed at safeguarding, in the event of a loss of confidence, the 
prompt redemption of the banknotes and the prompt payment of 
deposits. r J 

The Banking School failed entirely in dealing with these problems. 
It was contused by a spurious idea according to which the require- 
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ments of business rigidly limit the maximum amount of convertible 
banknotes that a bank can issue. They did not see that the demand 
of the public for credit is a magnitude dependent on the hanks 
readiness to lend, and that banks which do not bother about their own 
solvency are in a position to expand circulation credit b\ l<>« enn D 
the rate of interest below the market rate. It is not true t at t c maxi 
mum amount which a bank can lend if it limits its lending t"diwount- 
ing short-term bills of exchange resulting from the -..i e ani I" 1 ' 

of iraw materials and half-manufactured goods, is a quantitj «"« 
determined by the state of business and independent of the hank 
policies. This quantity expands or shrinks with the lo " cr ‘"S ' 
ing of the rate of discount. Lowering the rate of interest is tantamount 
to increasing the quantity of what is mistakenly considered as 
fair and normal requirements of business. 

The Currency School gave a quite correct explanation of the re¬ 
curring crises as they upset English business conditions in the t rt c 
and ’forties of the nineteenth century. 1 here was e rent exp. ' 
the part of the Bank of England and the othci r,r,s ' > 
bankers, while there was no credit expansion, or at least not 
same degree, in the countries with which Great rit.un mix 
external drain occurred as the necessary consequentc o ‘ 

of affairs. Everything that the Banking School advanced in order 
refute this theory was vain. Unfortunately, the Current School 
erred in two respects. It never realized that the rcmci \ i * K ' 
namely strict legal limitation of the amount of ban -notes , 

yond the specie reserve, was not the only one. It never g-" c ■ • s ., 
to the idea of free banking. The second fault of the Cur cn Sehoo. 
was that it failed to recognize that deposits subject o * 

money-substitutes and, as far as their amount exceed s t \c res • 

fiduciary media, and consequently no less a vcluc e o e , ‘ j 

sion than are banknotes. It was the only merit of the l^k-ng Sc ool 
that it recognized that what is called deposit curicntN > s * ; 

substitute no less than banknotes. But except for t us po . . 
doctrines of the Banking School were spurious. It " as £ • 

contradictory ideas concerning money’s ncutralit) ; it nci 
the quantity theory of money by referring to a detts ix n . < • * * 
much talked about hoards, and it misconstrued entire > r K ’ I 

of the rate of interest. ,„ vm 

It must be emphasized that the problem of legal res rie 
the issue of fiduciary media could emerge only because t°' 
had granted special privileges to one or several > »n s an • 
prevented the free evolution of banking. If the governments had 
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never interfered for the benefit of special banks, if they had never 
released some banks from the obligation, incumbent upon all indi¬ 
viduals and firms in the market economy, to settle their liabilities in 
full compliance with the terms of the contract, no bank problem 
would have come into being. The limits which are drawn to credit 
expansion would have worked effectively. Considerations of its own 
solvency would have forced every bank to cautious restraint in issuing 
fiduciary media. Those banks which would not have observed 
these indispensable rules would have gone bankrupt, and the public, 
warned through damage, would have become doubly suspicious and 
reserved. 

The attitudes of the European governments and their satellites with 
regard to banking were from the beginning insincere and mendacious. 
The pretended solicitude for the nation’s welfare, for the public in 
general, and for the poor ignorant masses in particular was a mere 
blind. The governments wanted inflation and credit expansion, they 
wanted booms and easy money. Those Americans who twice suc¬ 
ceeded in doing away with a central bank were aware of the dangers 
of such institutions; it was only too bad that they failed to sec that 
the evils they fought were present in every kind of government in¬ 
terference with banking. Today even the most bigoted ctatists cannot 
deny that all the alleged eviis of free banking count little when 
compared with the disastrous effects of the tremendous inflations 
which the privileged and government-controlled banks have brought 
about. 

It is a fable that governments interfered with banking in order to 
restrict the issue of fiduciary media and to prevent credit expansion. 
The idea that guided governments was, on the contrary, the lust for 
inflation and credit expansion. They privileged banks because they 
wanted to widen the limits drawn to credit expansion by conditions 
prevailing on the unhampered market or because they were eager to 
open to the treasury a source of revenue. For the most part both of 
these considerations motivated the authorities. They were convinced 
that the fiduciary media are an efficient means of lowering the rate 
of interest, and asked the banks to expand credit for the benefit of 
both business and the treasury. Only when the undcsircd effects of 
credit expansion became visible, were laws enacted to restrict the 
issue of banknotes—and sometimes also of deposits—not covered by 
specie. 1 he establishment of tree banking was never seriously con¬ 
sidered precisely because it would have been too efficient in restrict¬ 
ing credit expansion. For rulers, writers, and the public were unani¬ 
mous in the belief that business has a fair claim to a “normal” and 
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“necessary” amount of circulation credit and that this amount could 

not be attained under free banking. 

Many governments never looked upon the issuance ot fiduciary 
media from a point of view other than that of fiscal concerns In 
their eyes the foremost task of the banks was to lend ntoncy to the 
treasury. The money-substitutes were pacemakers for g°' er "^ nt ' 
issued paper money. The convertible banknote was morel) - first step 
on the way to the nonredeemable banknoteW nh the ° 

statolatry and the policy of interventionism these ideas hate become 
general and are no longer questioned by anybod). ■ o 
is willing today to give any thought to the program of free bank«n 
because no government wants to renounce w wt it con ‘ , ' 

source of revenue. What is called today financial war preparednes 
is merely the ability to procure by means of privileged and got cm 

ment-controlled banks all the money a warring nation ma> need. 
Radical inflationism, although not admitted explicit!). is an 

feature of the economic ideology of our age. . ~ n .\ 

But even at the time liberalism enjoyed its 
governments were more eager to preserve peace an ? • j 

to foment war, death, destruction, and misery, people a er bused 
in dealing with the problems of banking. Outside of the A ? S 
countries public opinion was convinced that it is one of he m 
tasks of good government to lower the rate of interest *at crUi 
expansion is the appropriate means for the attainment <> s ‘ ( 

Great Britain was free from these errors when in -*H « 
its bank laws. But the two shortcomings of the Currc 
vitiated this famous act. On one hand, the s\ stun ° «?“ limits 

terference with banking was preserved. On the 
were placed only on the issuance of banknotes not c • . j 
The fiduciary media were suppressed only m the shape of banknotes. 

They could thrive as deposit currency. • , .. 

In carrying the idea implied in the Currency u? . |. nv 

logical conclusion, one could suggest that all »an s > ink notes 

to keep against the total amount of moncy-substitu c ( 
plus demand deposits) a 100 per cent monc\ resene. Fisher 

of Professor Irving Fisher's .00 per cent plan. But Pr< cs orI .she , 
combined his plan with his proposals concerning t w . 1 1 
index-number standard. It has been pointed out alreadv uh> such a 

17. The notion of M normal M credit expansion mVlioVVlmsc 

fiduciary media, no matter what ns quantity may’ • ||ic lask o( , hc theory of 

changes in the price structure the description of , • . |»rec, neither arc 

the trade cycle Of course, if the additional amount issued is not large. 

the inevitable effects of the expansion. 

15 * 
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scheme is illusory and tantamount to open approval of the govern¬ 
ment’s power to manipulate purchasing power according to the 
appetites of powerful pressure groups. But even if the 100 per cent 
reserve plan were to be adopted on the basis of the unadulterated 
gold standard, it would not entirely remove the drawbacks inherent 
in every kind of government interference with banking. What is 
needed to prevent any further credit expansion is to place the bank¬ 
ing business under the general rules of commercial and civil laws 
compelling every individual and firm to fulfill all obligations in full 
compliance with the terms of the contract. If banks are preserved as 
privileged establishments subject to special legislative provisions, the 
tool remains that governments can use for fiscal purposes. Then every 
restriction imposed upon the issuance of fiduciary media depends 
upon the government’s and the parliament’s good intentions. They 
may limit the issuance for periods which are called normal. The 
restriction will be withdrawn whenever a government deems that 
an emergency justifies resorting to extraordinary measures. If an 
administration and the party backing it want to increase expenditure 
without jeopardizing their popularity through the imposition of 
higher taxes, they will always be ready to call their impasse an 
emergency. Recourse to the printing press and to the obsequiousness 
of bank managers, willing to oblige the authorities regulating their 
conduct of affairs, is the foremost means of governments eager to 
spend money for purposes for which the taxpayers are not ready to 
pay higher taxes. 

I'rce banking is the only method available for the prevention of 
the dangers inherent in credit expansion. It would, it is true, not 
hinder a slow credit expansion, kept within very narrow limits, on 
the part of cautious banks which provide the public with all informa¬ 
tion required about their financial status. But under free banking it 
would have been impossible for credit expansion with all its inevitable 
consequences to have developed into a regular—one is tempted to sav 
normal—feature of the economic system. Only free banking would 
have rendered the marker economy secure against crises and depres¬ 
sions. 

l ooking backward upon the history of the last hundred years, one 
cannot help realizing that the blunders committed by liberalism in 
handling the problems of banking w ere a deadly blow to the market 
economy. 1 here was no reason u hatever to abandon the principle 
of free enterprise in the field of banking. The majority of liberal 
politicians simply surrendered to the popular hostility against money- 
lending and interest taking. They failed to realize that the rate of 
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interest is a market phenomenon which cannot be manipulated ad 
libitum by the authorities or bv any other agency. 1 hey adopted the 
superstition that lowering the rate of interest is beneficial and that 
credit expansion is the right means of attaining such cheap nmnej 
Nothing harmed the cause of liberalism more than the almost regular 
return of feverish booms and of the dramatic breakdown of bull mar¬ 
kets followed by lingering slumps. Public opinion has become con¬ 
vinced that such happenings arc inevitable in the unhampered mar¬ 
ket economy. People did not conceive that what they lamented «.as 
the necessary outcome of policies directed toward a ouering <> 1 

rate of interest by means of credit expansion. T hey stubborn!) kc| 
to these policies and tried in vain to fight their undcsircd consequences 
by more and more government interference. 


Observations on the Discussions Concerning Free Banking 

The Banking School taught that an overissuance of. 
possible if the bank limits its business to the granting <> * u * r * ‘ 

When the loan is paid back at maturity, the banknotes return to be bank 
• ... __ .i.:.- h.iMwiH <»ni\ n me 


uic cnccts or a later crccm .... 

that the bank replaces the bills expired and paid back by c iscoiii 
bills of exchange. Then to the amount of banknotes withdrawn fro the 
market by the repayment of the earlier loan there correspond s • 
of newly issued banknotes. , 

The concatenation which sets a limit to credit expansion uni c * ' • 
of free banking works in a different way. It lias no re erente " • 
the process which this so-called Principle of lullarton i‘ s in , 

brought aboutl 
bank’s clientele 

claims against this name me umijw*.. »». ..i. lluM 

issuance of fiduciary media on the part of one bank, as ) ,s ’ * 

above, increases the amount to be paid by the expanding >.m s 1 
other people, it increases concomitantly the demand or t \c ret 
of its money-substitutes. It thus forces the expanding >an ,K 


ncn this so-canca rrincipi« .." r „ VIVini i , 

by the fact that credit expansion m itse f does no • • 

e. vi/... the number of people who assign 

this bank the character of money-substitutes, f mu . 


money 
straint. 1 * 


This fact was never questioned with regard to demam < epos 'n s 
to check. It is obvious that an expanding bank would ver> soon 11 1 
in a difficult position in clearing with the other banks. <mtVC ' j 
sometimes maintained that things arc different as far as >an no is • 
cerned. 

18. Vera C. Smith has not paid due attention to this 
meritorious book The Rationale of Central Banking (London, iyj . | I 
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In dealing with the problems of money-substitutes, catallactics main¬ 
tains that the claims in question are dealt with by a number of people like 
money, that they are, like money, given away and received in transactions 
and kept in cash holdings. Everything that catallactics asserts with regard 
to money-substitutes presupposes this state of affairs. But it would be pre¬ 
posterous to believe that every banknote issued by any bank really becomes 
a money-substitute. What makes a banknote a money-substitute is the 
special kind of good will of the issuing bank. The slightest doubt concern¬ 
ing the bank’s ability or willingness to redeem every banknote without any 
delay at any time and with no expense to the bearer impairs this special 
good will and removes the banknotes’ character as a money-substitute. We 
may assume that everybody not only is prepared to get such questionable 
banknotes as a loan but also prefers to receive them as payment instead of 
waiting longer. But if any doubts exist concerning their prime character, 
people will hurry to get rid of them as soon as possible. They will keep in 
their cash holdings money and such money-substitutes as they consider 
pcrfcctlv safe and will dispose of the suspect banknotes. These banknotes 
will be traded at a discount, and this fact will carry them back to the issuing 
bank which alone is bound to redeem them at their full face value. 

The issue can still better be clarified bv reviewing banking conditions in 
continental Europe. I Icrc the commercial banks were free from any limita¬ 
tion concerning the amount of deposits subject to check. They would have 
been in a position to grant circulation credit and thus expand credit by 
adopting the methods applied by the banks of the Anglo-Saxon countries. 
I lowevcr, the public was not ready to treat such bank deposits as money- 
substitutes. As a rule a man who received a check cashed it immediately 
and thereby withdrew* the amount from the bank. It was impossible for a 
commercial bank to lend, except for negligible sums, by crediting the 
debtor's account. As soon as the debtor wrote out a check, a withdrawal of 
the amount concerned from the bank resulted. Only a small group of big 
business treated deposits with the country’s Central Bank of Issue (not 
those with the commercial banks) as money-substitutes. Although the 
Central Banks in most of these countries were not submitted to any legal 
restrictions with regard to their deposit business, they were prevented from 
using it as a vehicle of large-scale credit expansion because the clientele for 
deposit currency was too small. Banknotes were practically the sole in¬ 
strument of circulation credit and credit expansion. Similar conditions 
prevailed and for the most part still prevail by and large in all countries 
of the world which arc outside the pale of Anglo-Saxon banking meth¬ 
ods. 

In the 'eighties of the nineteenth century the Austrian Government em¬ 
barked upon a project of popularizing checkbook money by establishing a 
checking account department with the Post Office Savings Service. It suc¬ 
ceeded to some degree. Balances with this department of the Post Office 
were treated as money-substitutes by a clientele which was broader than 
that of the checking account department of the country's Central Bank of 
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Jssue. The system was later ma£ 

ceeded the Habsburg Empire lt is important to realize that this 

European nations, for ,nstancc } „ OVC rnmental venture and that the 

kind of deposit currency \* as a pur > g rvHusivelv lent to the 

circulation credit that the ^A^ian Post Office 

governments, lt is characteristic reolicas, was not Sav- 

Savings Insdcutkm, and fro^ these demand deposits 

ings Bank , but Savings Office (A )• * P non-Anglo-Saxon coun- 

with the government post system in i . ^ lhc Government- 

tries, banknotes—and, to a small extent, also deposns swthmc^ 

controlled Central Bank of Issue—are * e countries, one- 

credit. In speaking of credit expansion with regard to 

refers almost entirely to banknotes. , rics and even wages by 

In the United States many employ p ) , b lbc checks re¬ 
writing out checks. As far as the payees uni tbc method means 

ceived^and withdraw the whole amount ^ banknotes is 

merely that the onerous burden of i p .• r .It has no catallac- 

shifted from the employer’s cashier to t c w j t h checks received, 

tic implications. If all citizens were to ij no t be used as in- 

the deposits would not be money-substitutes part 

struments of circulation credit. It is solely b t makes them 

of the public looks upon deposits as mone>-sub 

what is popularly called checkbook monc) o I . I * j,nace of a 

It is a mistake to associate with thcnonon^Jrec b.nk«g ^ to 

state of affairs under which everyb > ^ ^ ^ djctunl of an anoin- 

cheat the public ad libitum. 1 coplc o banking is free trade m 

mous American quoted by Tooke: “Free trade %vo(1 ld have 

swindling." However, freedom in the '^uapee of banknot^ ^ 
narrowed down the use of banknotes cons . I hearings of 

suppressed it. It was this idea which Cernusch, ^^nccd^.n «h ^ ^ ^ 

the French Banking Inquiry on OctoL cr M, • > 5 ' ssion 0 f banknotes 

called freedom of banking would resu banknotes so that 

in France. 1 want to give everybody the right ^ 

nobody should take any banknotes an) on ^ c ' c niorc handy than 

People may uphold the opinion that „ c nd their use. As far 

coins and that considerations of convenic c # p rcn ,,um for the 

as this is the case, the public would be prcp a c . ^ ^ weight of 

avoidance of the inconveniences inyo \c m • j suc j by banks of 
coins in their pockets. Thus in mcullic cur- 

unquestionable solvency stood at a shg \ ,i r | 10 uirh the bank issuing 
rency. Thus travelers’ checks arc rather popu ^ ^ t jJ- s baS nc , reference 
them charges a commission for their issuance. • ov jj c a justification 
whatever to the problem in question. ^banknotes. CJovern- 

for the policies urging the public to resort 

19 - Cf. Cernuschi, Contrc Ic billet Jc banque (Fans. 1866). |>. 55 
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ments did not foster the use of banknotes in order to avoid inconvenience 
to ladies shopping. Their idea was to lower the rate of interest and to open 
a source of cheap credit to their treasuries. In their eyes the increase in the 
quantity of fiduciary media was a means of promoting welfare. 

Banknotes are not indispensable. All the economic achievements of 
capitalism would have been accomplished if they had never existed. Besides, 
deposit currency can do all the things banknotes do. And government in¬ 
terference with the deposits of commercial banks cannot be justified by the 
hypocritical pretext that poor ignorant wage earners and farmers must be 
protected against wicked bankers. 

But, some people may ask, what about a cartel of the commercial banks? 
Could not the banks collude for the sake of a boundless expansion of their 
issuance of fiduciary media? The objection is preposterous. As long as the 
public is not, by government interference, deprived of the right of with¬ 
drawing its deposits, no bank can risk its own good will by collusion with 
banks whose good will is not so high as its own. One must not forget that 
every bank issuing fiduciary media is in a rather precarious position. Its 
most valuable asset is its reputation. It must go bankrupt as soon as doubts 
arise concerning its perfect trustworthiness and solvency. It would be 
suicidal for a bank of good standing to link its name with that of other 
banks with a poorer good will. Under free banking a cartel of the banks 
• country’s whole banking system. It would not serve the 
interests of any bank. 

I or the most part the banks of good repute arc blamed for their con¬ 
servatism and their reluctance to expand credit. In the eyes of people not 
deserving of credit such restraint appears as a vice. But it is the first and 
supreme rule for the conduct of banking operations under free banking. 

Ir is extremely difficult for our contemporaries to conceive of the con¬ 
ditions ,,f free banking because they take government interference with 
banking for granted and as necessary. However, one must remember that 
tins government interference was based on the erroneous assumption that 
credit expansion is a proper means of lowering the rate of interest per¬ 
manently and without harm to anybody but the callous capitalists. The 
governments interfered precisely because they knew that free banking 
keeps credit expansion w ithin narrow limits. 

Economists may he right in asserting that the present state of banking 
makes government interference with banking problems advisable. But this 
present state of banking is not the outcome of the operation of the un¬ 
hampered market economy. It is a product of the various governments’ at¬ 
tempts to bring about the conditions required for large-scale credit ex¬ 
pansion. If the governments had never interfered, the use of banknotes and 
of deposit currency would be limited to those strata of the population who 
know very well how to distinguish between solvent and insolvent banks. 
No large-scale credit expansion would have been possible. The govern¬ 
ments alone are responsible for the spread of the superstitious awe with 
which the common man looks upon every bit of paper upon which the 
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treasury or agencies which it controls have printed the magical words 

"Government interference with the present state of banUmgaffa.rscould 
be justified if its aim were to liquidate the unsatisfactory ^ ln 

venting or at least seriously restricting any further crc■ T. ^ jn _ 
fact, the chief objective of present-day government in 
tensify further credit expansion. This policy is doomed to failure, 
or later it must result in a catastrophe. 


c in- 


13. The Size and Composition of Cash Holdings 

The total amount of money and money-substitutes is kept b> ^ 

dividuals and firms in their cash holdings. The shar • ion 
termined by marginal utility. Each is eager to keep a «««" ? 
of his total wealth in cash. He gets rid of an 

creased purchases and remedies a deficienc\ . . tor 

sales. The popular terminology confusing the dcmai 1 

cash holding and the demand for wealth and vendible goods mu 

delude an economist. . . , , i is no less true 

What is valid with regard to individuals and hr ^ ^ ^ ^ of jn _ 

with regard to every sum of the cash |ch ‘ xvc trcat num- 

dividuals and firms. The point of view fro r | K .j r cas h 

her of such individuals and firms as a tota it\ an • v j nctft «,r a 

holdings is immaterial. The cash holdings o a u . • • 1 
country is the sum of the cash holdings of a ,t ^ rc ^ nc ki|ui o( nion cy 
Let us assume that the market ccononn use 5n rhc xv holc 

and that money-substitutes arc cither unkn<» - hcrc nrc . f or example, 
area by everybody without any difference. wor |^ i >an k and 

gold money and redeemable banknotes, issue ^ ^ nsslllll ptions 
treated by everybody as money-substitute.. SCI vices do not 

measures hindering the exchange of coiiimm \tics * ^ ^ holdings, 
affect the state of monetary affairs and t m tendencies to- 

Tariffs, embargoes, and migration barriers . j |, cV do not 

ward an equalization of prices, wages, and mtc s 
react directly upon cash holdings. , . . i,v its 

If a government aims at increasing the amount o ^ \^ ^ 
subjects, it must order them to deposit a certain ai procU rintf this 
and to leave it there untouched. I he necessity domestic- 

amount would force everybody to sell more an • * r ts reduced, 
prices would drop; exports would be ^ ^vernment w ere 

a quantity of cash would be imported. Hut exportation of 

simply to obstruct the importation of goods at 1 
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money, it would fail to attain its goal. If imports drop, other things 
being equal, exports drop concomitantly. 

The role money plays in international trade is not different from 
that which it plays in domestic trade. Money is no less a medium of 
exchange in foreign trade than it is in domestic trade. Both in domestic 
trade and in international trade purchases and sales result in a more 
than passing change in the cash holdings of individuals and firms only 
if people arc purposely intent upon increasing or restricting the size 
of their cash holdings. A surplus of money flows into a country only 
when its residents are more eager to increase their cash holdings than 
arc the foreigners. An outflow of money occurs only if the residents 
arc more eager to reduce their cash holdings than are the foreigners. 
A transfer of money from one country into another country which 
is not compensated by a transfer in the opposite direction is never the 
unintended result of international trade transactions. It is always the 
outcome of intended changes in the cash holdings of the residents. 
Just as wheat is exported only if a country’s residents want to export 
a surplus of u heat, so money is exported only if the residents want to 
export a sum of money which they consider as a surplus. 

It a country turns to the employment of money-substitutes which 
are not employed abroad, such a surplus emerges.*The appearance of 
these money-substitutes is tantamount to an increase in the country’s 
supply of money in the broader sense, i.e., supply of money plus 
fiduciary media; it brings about a surplus in the supply of money in 
tlie broader sense. The residents arc eager to get ridof their share 
m the surplus by increasing their purchases either of domestic or of 
foreign goods. In the first c,* exports drop and in the second case 
imports increase. In both cases the surplus of money goes abroad. As, 
according to our assumption, money-substitutes cannot be exported, 
only money proper iWs out. The result is that within the domestic 
supp.v of money ,n the broader sense (money -f fiduciary media) 
.Ik- pomon <> ".oncy drops and the portion of fiduciary media in¬ 
creases. he domestic stock of money in the narrower sense is now 
smaller than it was previously. 

Now, see assume further, the domestic money-substitutes cease 
to be money-substitutes. The bank which issued them no longer 
redeems .hem .n money. These former money-substitutes are now 
churns against a bank winch not fulfill its obligations, a bank 
whose ability and w,limpness to pay its debts is questionable. No¬ 
body knows whether and when they will ever be redeemed But it 
may be that these claims arc used by the public as credit money As 
money-substitutes they had been considered as equivalents of'the 
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sum of money to which they gave a claim payable at any moment. 
As credit money they are now traded at a discount. 

At this point the government may interfere. It decrees that these 
pieces of credit money are legal tender at their face value.- 0 Every 
creditor is bound to accept them in payment at their face value. * o 
trader is free to discriminate against them. The decree cries to force 
the public to treat things of different exchange value as il they had 
the same exchange value. It interferes with the structure o P nc £ s 
as determined by the market. It fixes minimum prices for the credit 
money and maximum prices for the commodity money (gold) and 
foreign exchange. The result is not what the government aimed at. 
The difference in exchange value between credit money and go d 
does not disappear. As it is forbidden to employ the coins according 
to their market price, people no longer employ them in »'> mg 
selling and in paying debts. They keep them or they export them. 
The commodity money disappears from the domestic mai c 
money, says Gresham’s Law, drives good money out of the co > - 
try. It would be more correct to sav that the money \s nt 
government’s decree has undervalued disappears from the market 
and the money which the decree has overvalued remains. 

The outflow of commodity money is thus not the effect ‘>f un¬ 
favorable balance of payments, but the effect ot a go\einmc 
fcrcnce with the price structure. 

14 . Balances of Payments 

The confrontation of the money equivalent of all incomings and 
outgoings of an individual or a group of individuals k l,l,n ? ' • ) , jr 
ticular period of time is called the balance ot payments, 
side and the debit side are always equal. The ba ukc is a • . 

balance. . • t e ( ilu- 

If we want to know an individual’s position m t i.unc o 
market economy, we must look at his balance of pa\ men s. . 
everything about the role he plays in the system of the social di 
of labor. It shows what he gives to his fellow men am w “ , 

or takes from them. It shows whether he is a sclf-suppo 
citizen or a thief or an almsman. It shows whether he constm^s all 
proceeds or whether he saves a part of them. 1 here are m. , ^ 

20 . Very often the legal tender quality had been money in 

at a time when they stilt were money-substitute, and as such c|l« Now 

their exchange value. At that time the decree had no c siders ] ,hcm moncy- 

it becomes important because the market no lon^i 

substitutes. 
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things which arc not reflected in the sheets of the ledger; there are 
virtues and achievements, vices and crimes that do not leave any 
traces in the accounts. But as far as a man is integrated into social life 
and activities, as far as he contributes to the joint effort of society and 
his contributions arc appreciated by his fellow men, and as far as 
he consumes what is or could be sold and bought on the market, the 
information conveyed is complete. 

If we combine the balances of payments of a definite number of 
individuals and leave out of account the items referring to trans¬ 
actions between the members of this group, we draw up the group’s 
balance of payment. This balance tells us how the members of the 
group, considered as an integrated complex of people, are connected 
with the rest of the market society. Thus we can draw up the balance 
of payments of the members of the New York Bar, of the Belgian 
farmers, of the residents of Paris, or of those of the Swiss Canton of 
Bern. Statisticians arc mostly interested in establishing the balance of 
payments of the residents of the various countries which arc organized 
as independent nations. 

While an individual's balance of payments conveys exhaustive in¬ 
formation about his social position, a group's balance discloses much 
less. It says nothing about the mutual relations between the members 
ot the group. I he greater the group is and the less homogeneous its 
members arc. the more defective is the information vouchsafed bv 
the balance of payments. I he balance of payments of Latvia telis 
more about the conditions of the Latvians than the United States 
balance of payments about the conditions of the Americans. If one 
wants to describe a country’s social and economic condition, one 
docs not need to deal with every single inhabitant's personal balance 
of payments. But one must not form other groups than such as are 
composed of members who arc by and large homogeneous in their 
social standing and their economic activities. 

Reading balances of payments is thus very instructive. However, 
one must know how to interpret them, to guard against popular 
fallacies. 0 r r 

It is customary to list separately the monetary and the nonmonetary 
items of a country's balance of payments. One calls the balance 
favorable if there is a surplus of the imports of money and bullion 
over the exports of money and bullion. One calls the balance un¬ 
favorable if the exports of money and bullion exceed the imports. 
I lus terminology stems from inveterate Mercantilist errors unfortu¬ 
nately still surviving in spite of the devastating criticisms of the 
economists. I he imports and exports of money and bullion arc viewed 
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as the unintentional outcome of the configuration of the nonmone¬ 
tary items of the balance of payments. This opinion is utterly fal¬ 
lacious. An excess in the exports of money and bullion is not the 
product of an unhappy concatenation of circumstances that beta N 
a nation like an act of God. It is the result of the fact that the resident, 
of the country concerned are intent upon reducing the anoum .1 
money held and upon buying goods instead. 1 his is why lhc ''' 
of payments of the gold-producing countries is as a rule «>" ■ ’ 

able”; this is why the balance of payments of a country subsniuti 
fiduciary media for a part of its money stock is unfavorable . 

lone as this process goes on. 1 

No provident action on the part of a paternal authority is required 
lest a country lose its whole money stock by an unfavorable balance 
of payments^ Things are in this regard not different betvvee he 
personal balances of payments of individuals and those g J ■ 
Neither are they different between the balances of pa> . 
city or a district and those of a sovereign nation No go erm. n 
interference is needed to prevent the residents.of New Wk f, om 
spending all their money in dealings with the ot ici or > sc 
of the Union. As long'as any American attaches any mght * ™ 

keeping of cash, he will spontaneously take charge of >c 
Thus he will contribute his share to the maintenance oan adcMuau 
supply of money in his country. But if no American v^ere mtercs cd 
in keeping any cash holding, no government ntcastirc concein.n, 
foreign trade and the settlement of international pay ^ ^ 

prevent an outflow of America's total monetary s oc . - t ■ | ( 

forced embargo upon the exportation of money and bullion 
be required. 

ij. Interlocal Exchange Rates 

Let us first assume that there is only one kind 
with regard to money’s purchasing P°". cl Vprice of cotton 

is valid as with regard to commodity prices. \ ... , 

in Liverpool cannot exceed the final price in H »^ 
more than the cost of transportation. As s«»on as c \ , MO | 

pool rises to a higher point, merchants «, . s ^JP t " fufn t() rhc final 

and thus will bring about a tendency t • • molint ,,f 

pH,, The price oh, order (or ^ "T.i!e 

guilders in Amsterdam cannot rise in Nc . s »\mmcnt 

determined by the costs involved by rcnnnting t lc - I 
insurance, and the interest during the period 
manipulations. As soon as the difference rises a »<>\ 
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gold export point—it becomes profitable to ship gold from New York 
to Amsterdam. Such shipments force the guilder exchange rate in 
New York down below the gold export point. A difference between 
the configuration of interlocal exchange rates for commodities and 
those for money is brought about by the fact that as a rule commodi¬ 
ties move only in one direction, namely, from the places of surplus 
production to those of surplus consumption. Cotton is shipped from 
1 fouston to Liverpool and not from Liverpool to Houston. Its price is 
lower in I louston than in Liverpool by the amount of shipping costs. 
But monev is shipped now this way. now that. 

The error of those who try to interpret the fluctuations of the 
interlocal exchange rates and the interlocal shipments of money as 
determined bv the configuration of the nonmonetary items of the 
balance of payments is that they assign to money an exceptional posi¬ 
tion. They do not sec that with regard to interlocal exchange rates 
there is no difference between monev and commodities. If cotton 

0 

trade between Houston and Liverpool is possible at all, the cotton 
prices at these tw o places cannot differ by more than the total amount 
of costs required for shipment. In the same way in which there is a 
flow of cotton from the southern states of the United States to 


F.urope, gold flows from the gold-producing countries like South 
Africa to lu rope. 

Let us disregard the case of the gold-producing countries and let 
us assume that the individuals and firms trading with one another on 
:lte basis oi the gold standard do not have the intention of changing 
flu- si/e ot their cash holdings. From their purchases and sales, claims 
are generated which necessitate interlocal payments. But according 
'o our assumption rhe-e rerlocal payments are equal in amount. The 
amount that the reside: *>f A have to pay to the residents of B is 
« qual to the amount that the residents of B have to pav to the residents 
or •/. Ir is therefore possible to save the costs of shipping gold from 
. / ro B and from />’ to A. Claims and debts can be settled bv a sort of 
interlocal clearing. It is merely a technical problem whether this 
c\cuing up i- affected by an interlocal clearinghouse organization or 
by the turnovers of a special market for foreign exchange" At anv rate, 
the price which a resident of A (or of B) has to pa/for a payment 
due in B (or in A) is kept within the margins determined bv the 
shipment costs. It cannor rise above the par value bv more than the 
shipment costs (gold export point) and cannot fall' below the ship¬ 
ment costs (gold import point). 

It may happen that all our other assumptions remaining unaltered 
—there is a temporal discrepancy between the payments due from 
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A to B and those from B to A. Then an interlocal shipment of gold 
can only be avoided by the interposition of a credit transaction. It 
the importer who today has to pay from A to B can buy at the mar¬ 
ket of foreign exchange only such claims against residents of fl as tall 
due in ninety days, he can save the costs of shipping gold by borrow¬ 
ing the sum concerned in B for a period of ninety days. T lie dealers 
in foreign exchange will resort to this makeshift if the costs of bor¬ 
rowing in B do not exceed the costs of borrowing in A by more than 
double the costs of shipping gold. If the cost of shipping gold is * per 
cent, they will be ready to pay for a three months loan in B up 
■ per cent (pro anno) more as interest than corresponds to the state 
of the money-market interest rate at which, in the absence of such 
requirements for interlocal payments, credit transactions between 

A and B would be effected. , 

It is permissible to express these facts by contending that the da«l> 
state of the balance of payments between A and B determines t 
point at which, within the margins drawn by the gold export P' 
and the gold import point, the foreign exchange rates are .• 
one must not forget to add that this happens only H the resu c . 

A and of B do not intend to change the size of that cash holdings. 

Only because this is the case docs it become possi > <- 10 ... 

transfer of gold altogether and to keep foreign cxc ungc ra 

the limits drawn by the two gold points. If the rcsi ents o . 

to reduce their cash holdings and those of H "'ant to hk - 

gold must be shipped from A to B and the rate for cable ranker 

reaches in A the gold export point. Then gold »s sent from A * | » 

in the same way in which cotton is regularl) sent ron 

States to Europe. The rate of cable transfer B reaches the ^ld export 

point because the residents of A arc selling gold to 1 * 

cause their balance of payments is unfavorable. , . 

All this is valid with regard to any payments to be tr.11 .. 
tween various places. It makes no difference w ' r ei^n 

ccrncd belong to the same sovereign nation or to 1 1 crc,1 ( . c d 

nations. However, government interference hasconsn sr. . * ^ 

the conditions. All governments have created institutions ^ 

it possible for the residents of their countries to nu c 
domestic payments at par. The costs involved in s upm ^ 

rency from one place to another arc borne cither >y 1 K ‘ ; n t 

by the country’s central bank system or by another 
bank such as the postal savings banks of various Luropc.u 
Thus there is no longer any market for domestic inter ota L ^ 
The public is not charged more for an interlocal order to pa> than 
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for a local one or, if the charge is slightly different, it no longer has 
anv reference to the fluctuations of the interlocal movements of 
currency within the country. It is this government interference which 
has sharpened the difference between domestic payment and pay¬ 
ment abroad. Domestic payments are transacted at par, while with 
regard to foreign payments fluctuations occur within the limits 
drawn by the gold points. 

If more than one kind of money is used as medium of exchange, 
the mutual exchange ratio between them is determined by their 
purchasing power. The final prices of the various commodities, as 
expressed in each of the two or several kinds of money, arc in pro¬ 
portion to each other. The final exchange ratio between the various 
kinds of money reflects their purchasing power with regard to the 
commodities. If any discrepancy appears, opportunity for profitable 
transactions presents itself and the endeavors of businessmen eager 
to rake advantage of this opportunity tend to make it disappear again. 
The purchasing-power parity theory of foreign exchange is merely 
the application of the general theorems concerning the determination 
of prices to the special case of the coexistence of various kinds of 


money. 


It does not matter whether the various kinds of money coexist 
m the same territory or whether their use is limited to distinct areas. 
In any case the mutual exchange ratio between them tends to a final 
stare at which it no longer makes any difference whether one buys 
and sells against this or that kind of money. As far as costs of inter¬ 
local transfer come into play, these costs must be added or deducted. 

I he changes in purchasing power do not occur at the same time 
with regard to all commodities and services. Let us consider again 
the practically very important instance of an inflation in one coun- 
ti\ only. I he increase in the quantity of domestic credit money or 
hat money affects at first only the prices of some commodities and 
services. I lu- prices of the other commodities remain for some time 
still at their previous stand. I he exchange ratio between the domestic 
currency and the foreign currencies is determined on the bourse, a 
market organized and managed accord ini; to the pattern and the 
commercial customs of the stock exchange. The dealers on this special 
market are quicker than the rest of the people in anticipating future 
changes. Consequently the price structure of the market for"foreign 
exchange reflects the new money relation sooner than the prices of 
many commodities and services. As soon as the domestic inflation be¬ 
gins to affect the prices of some commodities, at any rate long before 
it has exhausted all its effects upon the greater part of the prices of 



Indirect Exchange 45 3 

commodities and services, the price of foreign exchange tends to rise 
to the point corresponding to the final state of domestic prices an,! 

This fact has been entirely misinterpreted. People failed to realize 
that the rise in foreign exchange rates merely anticipates the move¬ 
ment of domestic commodity prices. They explainc t e , " n 
foreign exchange as an outcome of an unfavorable balance ot pay¬ 
ments. The demand for foreign exchange, the' maintained. as . J" 
increased by a deterioration of the balance of trade or of other 
of the balance of payments, or simply by sinister machinations on 
part of unpatriotic speculators. The higher prices to be p. d l«.r 
foreign exchange cause the domestic prices o imporre P ^ 
rise. The prices of the domestic products must fo o\\ s 
otherwise their low state would encourage business to u ^hold he » 
from domestic consumption and to sell them a roa a a \ 

The fallacies involved in this popular doctrine can cas.l> j 

If the nominal income of the domestic public had not been ma 
by the inflation, they would be forced to restrict their 
either of imported or of domestic products. In the rs c * | . 
would drop and in the second case exports wou i increase. an _ 

balance of trade would again be brought back to ^ 'it L 

tilists call a favorable state. t . . 

Pressed hard, the Mercantilists cannot help admitting c 
ness of this reasoning. But. they say, it applies only to no.n al trad, 
conditions. It does not take into account the state o a a ^ ,j lK . s 
tries which arc under the necessity of importing \ 'tal c<<>«ni^ 
such as food and essential raw materials. 1 he importatioi .^ 
goods cannot be curtailed below a certain minimum. * 

ported no matter what prices must be paid for 
exchange required for importing them cannot >c prm ^ 
adequate amount of exports, the balance of trade becomes unLn or 
able and the foreign exchange rates must rise more am n j 

This is no less illusory dun nil other Mercantilist id«s » ^ « 

urgent and vital an individual's or a group <» ,,u ,v,c ‘ J)V 

for some goods may be, they can satisfy it on t ic i • 
paying the market price. If an Austrian wants to > • > 
wheat, he must pay the market price in Canadian j o • • t j v 

procure these Canadian dollars by exporting g° <K s cl llllolllU 
to Canada or to some other country. He docs not mere.. i||ini» s . 

of Canadian dollars available by paying higher P nt< j s \i ol cover 
the Austrian domestic currency) for Canadian doBan, M«« 
he cannot afford to pay such higher prices ( in sclu mgs 
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wheat if his income (in schillings) remains unchanged. Only if the 
Austrian Government embarks upon an inflationary policy and thus 
increases the number of schillings in the pockets of its citizens, are 
the Austrians in a position to continue to buy the quantities of 
Canadian wheat they used to buy without curtailing other expendi¬ 
tures. If there were no domestic inflation, any rise in the price of im¬ 
ported goods would result either in a drop in their consumption or in 
a restriction in the consumption of other goods. Thus the process 
of readjustment as described above would have come into motion. 

If a man lacks the money to buy bread from his neighbor, the village 

baker, the cause is not to be seen in an alleged scarcity of money. 

The cause is that this man did not succeed in earning the amount of 

money needed cither bv selling goods or by rendering services for 

which people arc prepared to pay. The same is true with regard to 

international trade. A country may be distressed on account of the 

• • 

fact that it is at a loss to sell abroad as many commodities as it would 
have to sell in order to buy all the food its citizens want. But this 

9 

docs not mean that foreign exchange is scarce. It means that the 
residents arc poor. And domestic inflation is certainly not an ap¬ 
propriate means to remove this poverty. 

Neither has speculation any reference to the determination of 
foreign exchange rates. The speculators merely anticipate the ex¬ 
pected alterations. If they err, if their opinion that an inflation is in 
progress is wrong, the structure of prices and foreign exchange rates 
u ill not correspond to their anticipations and they will have to pay 
for their mistakes by losses. 

I he doctrine according to which foreign exchange rates arc de¬ 
termined by the balance of payments is based upon an illicit general¬ 
ization of a special case. If two places, A and B, use the same kind of 
money and it the residents do not want to make any changes in the 
size of their cash holdings, over a given period of time the amount of 
money paid from the residents of A to those of If equals the amount 
paid from the residents of 11 to those of A and all payments can be 
settled without shipping money from A to It or from B to A. Then 
the rate of cable transfer It in A cannot rise above a point slightly 
below the gold export point and cannot drop below a point slightly 
above the gold import point, and vice versa. Within this margin the 
daily state of the balance of payments determines the daily state of the 
foreign exchange rate. This is the case only because neither the 
residents of A nor those of 11 want to alter the amount of their cash 
holdings. If the residents of A want to decrease their cash holdings 
and those of B to increase theirs, money is shipped from A to B and 
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the cable rate B reaches in A the gold export point. But moneynot 
shipped because A's balance of payments has 

What is called by the Mercantilists an unfavorable balance of p 
ments is the effect of a deliberate rcstr.cuon of cashhol^ont 
part of the citizens of A and a deliberate increase «n 

the part of the citizens of B. If no resident o / ^ cre ‘ j ouW ncvcr 
his cash holding, such an outflow of money from . 

m Sffference between the trade in money and that in the vendible 
commodities is this: As a rule commodities move on .^ne--road; 
viz., from the places of surplus product,on to th«* °™ 
sumption. Consequently the price of a certain amoun t of ship- 
places of surplus production is as a rule low . Things are dif- 
ping costs than in the places of surplus consun.pt,onJ «np arc 
ferent with money if we do not take mto »cco«nt the ^ 

the gold-mining countries and of those coun r Moncv 

deliberately aim at altering the size of thc.r cash holdmgs, 
moves now this way, now that. At one time a coun P ve ‘ v 

at another time it imports money. Every exp" on ; ' nccounc ' „f j,’ s 
soon becomes an importing country pre - Q thc costs 
previous exports. For this reason alone ,t ,s * . , N . 

of shippingmoney by the interplay of the market for fore.gn 

change. 


,6. Interest Rates and thc Money Relation 

Money plays in credit transactions thc same role■*£*>*.' and j ntcr . 
business transactions. As a rule loans arcgran ci -puking from 

cst and principal arc paid in money. 1 ■ P n > m por;U jf v . The 

such dealings influence thc size of cash holding <»n > r J C civcd 

r-lpl— . 5 k—. interest, end print,pi spend 
cither for consumption or for investment. inilow of 

holdings only if definite considerations, indcpcni c 
the money received, motivate them to act in t m ‘ for all 

The final state of the n.arke, rate of '”f Merest ate 

loans of the same character. Differences in the, ,a rustwo rthincss of 
caused cither by differences in thc soundness ,, Differences 

the debtor or by differences in thc terms of 1 ict ° ‘ , ’differences in 
in interest rate, which are no, btonfiht *!>““ b >.“ .p^aeh 
conditions tend to disappear. The apphcai lenders ire eager 

the lenders who ask a lower rate of interest. I he lenders arc b 

*!• For a more elaborate analyse, see below, pp. 53^"545 
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to cater to people who are ready to pay higher interest rates. Things 
on the money market are the same as on all other markets. 

With regard to interlocal credit transactions the interlocal exchange 
rates are to be taken into account as well as differences in the mone¬ 
tary standard if there are any. Let us contemplate the case of two 
countries, A and B. A is under the gold standard, B under the silver 
standard. The lender who considers lending money from A to B must 
first sell gold against silver and later, at the termination of the loan, 
silver against gold. If at that later date the price of silver has dropped 
as against gold, the principal repaid by the debtor (in silver) will 
buv a smaller amount of gold than that expended by the creditor 
when he previously embarked upon the transaction. He will there¬ 
fore only venture lending in B if the difference in the market rate 
of interest between A and B is large enough to cover an expected fall 
in the price of silver as against gold. The tendency toward an equaliza¬ 
tion of the market rate of interest for short-term loans which prevails 
if A and B arc both under the same monetary standard is seriously im¬ 
paired under a diversity of standards. 

If A and B arc both under the same standard, it is impossible for 
the banks of A to expand credit if those of B do not espouse the same 
policy. Credit expansion in A makes prices rise, and short-term inter¬ 
est rates drop in A , while prices and interest rates in B remain un¬ 
changed. Consequently exports from A drop and imports to A in¬ 
crease. In addition, the money lenders of A become eager to lend on 
the short-term loan market of B. The result is an external drain from 
A which makes the money reserves of A's banks dwindle. If the 
banks of A do not abandon their expansionist policy, they will be¬ 
come insolvent. 

This process has been entirely misinterpreted. People speak of an 
important and vital function which a country's central bank has to 
fulfill on behalf of the nation. It is, they say, the central bank’s sacred 
duty to preserve the stability of foreign exchange rates and to protect 
the nation’s gold reserve against attacks on the part of foreign 
speculators and their domestic abettors. The truth is that all that a 
central bank docs lest its gold reserve evaporate is done for the £akc 
of the preservation of its own solvency. It has jeopardized its financial 
position by embarking upon credit expansion and must now undo 
its previous action in order to avoid its disastrous consequences. Its 
expansionist policy has encountered the obstacles limiting the issuance 
of fiduciary media. 

1 he use of the terminology of warfare is inappropriate in dealing 
with monetary matters, as it is in the treatment of all other catallactic 
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problems. There is no such thing as a “war" between the central banks. 
No sinister forces are “attacking" a bank s position and threatening 
the stability of foreign exchange rates. No "defender is needed to 
“protect” a nation's currency system. It is, moreover not true that 
what prevents a nation's central bank or its private banks from low er¬ 
ing the domestic market rate of interest is considerations of the 
preservation of the gold standard and of foreign exchange stabilin 
and of frustrating the machinations of an international combine of 
capitalistic moneylenders. The market rate of interest cannot be 
lowered by a credit expansion except for a short nme. and eien then 
it brings about all those effects which the theory of the trade c>cle 

liC When the Bank of England redeemed a banknote issued 
to the terms of the contract, it did not render unselfishly t i s ita! sen, ice 
to the British people. It simply did what every house* '[* d ° e * 
paying the grocer's bill. The idea that there is some spec'* ‘ [.Jj‘ 

a central bank's fulfillment of its voluntarily assumed espons bil.t.e 
could originate only because again and again g«vcrnn ems granted 
to these banks the privilege of denying to their cbents the r pa>' ents 
to which they had a legal title. In fact, the central banks became more 
and more subordinate offices of the treasuries, mere tool for the 
performance of credit expansion and inflation. It does not make an> 
difference practically whether they are or arc not owned b> ' c | 
eminent and directly managed by government officah. In effect 
the banks granting circulation credit are in every counm toda> onlv 

affiliates of the treasuries. i n *rinml rurrenev 

There is but one means of keeping a local and "atu nal ct.rrencs 

permanently at par with gold and foreign exchange: 
redemption The central bank has to buy at the par l > an > “ 
of gold and foreign exchange offered against do.«t.^ 
and deposit currency; on the other ban it >as ' . et | for 

crimination, any amount of gold and foreign cxch nge sked^for 

by people ready to banks under the 

~ g°»? f " J “ J " * 

existed in Great Britain from the early twenties of the nineteenth 
century until the outbreak of the first World War and in other 
countries on the one hand, and the gold exchange standard on the 
other, concerned the use of gold coins on the domestic market. Under 
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the classical gold standard a part of the cash holdings of the citizens 
consisted in gold coins and the rest in money substitutes. Under 
the gold exchange standard the cash holdings consisted entirely in 
money-substitutes. 

Pegging a certain rate of foreign exchange is tantamount to redemp¬ 
tion at this rate. 

A foreign exchange equalization account, too, can succeed in its 
operations only as far as it clings to the same methods. 

The reasons why European governments in the last few years have 
preferred foreign exchange equalization accounts to the operation 
of central banks are obvious. Central bank legislation was an achieve¬ 
ment of liberal governments or of governments which did not dare 
to challenge openly, at least in the conduct of financial policies, public 
opinion of the liberal countries. The operations of central banks were 
therefore adjusted to economic freedom. For that reason they were 
considered unsatisfactory in this age of rising totalitarianism. The 
main characteristics of the operation of a foreign exchange equaliza¬ 
tion account as distinguished from central bank policy are: 

i. The authorities keep the transactions of the account secret. The 
laws have obliged the central banks to publicize their actual status at 
short intervals, as a rule every week. But the status of the foreign ex¬ 
change equalization accounts is known only to the initiated. Official¬ 
dom renders a report to the public only after a lapse of time when 
the figures arc of interest to historians alone and of no use whatever 
to the businessman. 

I lus secrecy makes it possible to discriminate against people 
not in great favor with the authorities. In many continental countries 
of Europe ir resulted in scandalous corruption. Other governments 
used the power to discriminate to the detriment of businessmen be¬ 
longing to linguistic or religious minorities or supporting opposition 
pari ies. 

A parity is no longer fixed by a law duly promulgated by parlia¬ 
ment and therefore known to every citizen. The determination de¬ 
pends upon the arbitrariness of bureaucrats. From time to time the 
newspapers reported: The Ruritanian currency is weak. A more 
correct description would have been: The Ruritanian authorities have 
decided to raise the price of foreign exchange. 2 -' 

A foreign exchange equalization account is not a magic wand for 
remedying the evils of inflation. It cannot apply any means other 
than those available to "orthodox" central banks. And it must, like 

21 . See below, pp. 780-783. 



Indirect Exchange 459 

the central banks, fail in the endeavors to keep foreign exchange rates 
at par if there is domestic inflation and crcd.t expansion 

It has been asserted that the "orthodox" methods of fighting an 
external drain by raising the rate of discount no longer work because 
nations are no longer prepared to comply with the rules o the 
game." Now, the gold standard is not a game, but a social instl ™ ' 

Its working does not depend on the preparedness of any P co P' c ' 
observe some arbitrary rules. It is controlled by the operation of ,n- 

exorable economic law. f , 

The critics give point to their objection by citing the fact that 
in the interwar period a rise in the rate of discount failed to stop the 
external drain, be., the outflow of specie and the transfer of depo 
into foreign countries. But this phenomenon was caused by the 
governments’ anti-gold and pro-inflation policies. ‘ ' . 

that he will lose 4 o per cent of his balance by an impending do al . 
tion, he will try to transfer his deposit into another count > nd dl 
not change his mind if the bank rate in the country pUnn ni, a dc 
valuation rises ■ or a per cent. Such a rise in the rate of d sem nt .s 
obviously not a compensation for a loss ten or twenty o t • 

times greater. Of course, the gold standard cannot work got cm 
ments are eager to sabotage its operations. 

17. Secondary Media of Exchange 

The use of money does not remove the differences xtiuch exist 
between the various nonmonetary goods with regard t th.u, mar^ 
ketability. In the money economy there is a \ cry su >s . * j 

between the marketability of money and that of the vendee g • 
But there remain differences between the various ay a 

latter group. For some of them it is easier to in of the 

buyer ready to pay the highest is mi , lc airticult. 

market, can possibly be attained. W >tn . ir .v m;1 j n 

A first-class bond is more marketable than a n»usc • , 0 f 

street, and an old fur coat is more marketable than an ^a,ph 

an eighteenth-century statesman One no k*ngc v I market- 

ketability of the various vendible good uuhjhc 
ability of money. One merely com £ < f ^ secondary 

ity of the various commodities. One n . • I 

marketability of thevendible g.md. ^ dcgrcc of sccon dary mar¬ 

ketability 0 isin'a position to® restrict his cash holding. He can expect 
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that when one day it is necessary for him to increase his cash holding 
he will be in a position to sell these goods of a high degree of secondary 
marketability without delay at the highest price attainable at the 
market. Thus the size of a mans or a firm's cash holding is influenced 
by whether or not he owns a stock of goods with a high degree of 
secondary marketability. The size of cash holding and the expense 
incurred in keeping it can be reduced if income-producing goods of 
a high degree of secondary marketability are available. 

Consequently there emerges a specific demand for such goods on 
the part of people eager to keep them in order to reduce the costs of 
cash holding. The prices of these goods arc partly determined by 
this specific demand; they would be lower in its absence. These goods 
arc secondary media of exchange, as it were, and their exchange value 
is the resultant of two kinds of demand: the demand related to their 
services as secondary media of exchange, and the demand related to 
the other services they render. 

The costs incurred by holding cash arc equal to the amount of 
interest which the sum concerned would have borne when invested. 
The cost incurred bv holding a stock of secondary media of exchange 
consists in the difference between the interest yield of the securities 
employed for this purpose and the higher yield of other securities 
which differ from the former only in regard to their lower market¬ 
ability and arc therefore not suited for the role of secondary media 
of exchange. 

From time immemorial jewels have been used as secondary media 
of exchange. Today the secondary media of exchange commonly 
used arc: 

1. Claims against banks, bankers, and savings banks which—al¬ 
though not money-substitutes *'—arc daily maturing or can be with¬ 
drawn on short notice. 

2. Bonds whose volume and popularity arc so great that it is, as a 
rule, possible to sell moderate quantities of them without depressing 
the market. 

3. Finally, sometimes even certain especially marketable stocks or 
even commodities. 

Of course, the advantages to be expected from low ering the costs 
of holding cash must be confronted w ith certain hazards incurred. 
I he sale of securities and still more that of commodities may only be 
feasible with a loss. This danger is not present with bank balances 
and the hazard of the bank’s insolvency is usually negligible. There¬ 
fore interest-bearing claims against banks and bankers, which can be 

23. For instance, demand deposits not subject to check. 
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withdrawn at short notice, are the most popular secondary media of 

exchange. . , 

One must not confuse secondary media of exchange with monc\ - 
substitutes. Money-substitutes are in the settlement of payments 
given away and received like money. But the secondary media of 
exchange must first be exchanged against money or money-substitutes 
if one wants to use them-in a roundabout way-for paying o, for 


-* of 

of this employment, a broader market and a tug ter P ritc - 
come of this is that they yield lower interest than claims of the same 
kind which are not fit to ierve as secondary media of exchange Go - 
ernment bonds and treasury bills which can >c usee as s <- • 

media of exchange can be floated on conditions ...ore fasorable 
the debtor than loans not suitable for this purpose 1 he <l<=>>tors co..- 
cerned are therefore eager to organi/.e the market fur ther certificates 
of indebtedness in such a way as to make them attractive <> 
search of secondary media of exchange. I hey arc inten \\\ ° usc 

it possible for every holder of such securities to sc j n 

them as collateral in borrowing under the most rcasona * c rum j. 
advertising their bond issues to the public they stress these oppo.tun. 

ties as a special boon. , ,lc- 

In the same way banks and bankers arc intent upon “ " nienc 

mand for secondary media of exchange. 1 'e> <> ci t , 
terms to their customers. They try to outdo one another by A >■ 


ing the time allowed for notice. So,..etin.es they pay 
for money maturing without notice. In this rixa r\ soi 
gone too far and endangered their solvency. i linces 

Political conditions of the last decades have given to 
which can be used as secondary media of exchange .11 ' 

portance. The governments of almost all countries 
campaign against the capitalists. 1 hey arc intent upoi • \ . | ists 

them by means of taxation and monetary measures. c f ' l||U j s 
are eager to protect their property by keeping a pa < j. cc p 

liquid in order to evade confiscatory measures • J,- 

balanccs with the banks of those countries in w uc 1 ^ j n 

confiscation or currency devaluation is for the ni «n>ci • t | lc j r 
other countries. As soon as the prospects change, 1 K - ' .j cv 

balances into countries which temporarily seem too ci , • 

It is these funds which people have in mind when speaking 

The significance of hot money for the constellation of *" onctar > 
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affairs is the outcome of the one-reserve system. In order to make 
it easier for the central banks to embark upon credit expansion, the 
European governments aimed long ago at a concentration of their 
countries’ gold reserves with the central banks. The other banks 
(the private banks, i.e., those not endowed with special privileges 
and not entitled to issue banknotes) restrict their cash holdings to the 
requirements of their daily transactions. They no longer keep a 
reserve against their daily maturing liabilities. They do not consider 
it necessary to balance the maturity dates of their liabilities and 
their assets in such a way as to be any day ready to comply unaided 
with their obligations to their creditors. They rely upon the central 
bank. When the creditors want to withdraw more than the “normal” 
amount, the private banks borrow the funds needed from the central 
bank. A private bank considers itself liquid if it owns a sufficient 
amount cither of collateral against which the central bank will lend 
or of bills of exchange which the central bank will rediscount. 2 * 
When the inflow of hot money began, the private banks of the 
countries in which it was temporarily deposited saw nothing wrong 
in treating these funds in the usual way. They employed the additional 
funds entrusted to them in increasing their loans to business. They 
did not worry about the consequences, although they knew that 
these funds would be withdrawn as soon as any doubts about their 
country’s fiscal or monetary policy emerged. The illiquidity of the 
sratus of these banks was manifest: on the one hand large sums which 
the customers had the right to withdraw at short notice, and on the 
other hand loans to business which could be recovered only at a 
later date. The only cautious method of dealing with hot money 
would have been to keep a reserve of gold and foreign exchange 
big enough to pay back the whole amount in case of a sudden with¬ 
drawal. Of course, this method would have required the banks to 
charge the customers a commission for keeping their funds safe. 

The showdown came for the Swiss banks on the day in September, 
1936, on which France devalued the French franc. The depositors 
of hot money became frightened; they feared that Switzerland might 
follow the French example. It was to be expected that they would 
all try to transfer their funds immediately to London or New York, 
or even to Paris, which for the immediate coming weeks seemed to 
offer a smaller hazard of currency depreciation. But the Swiss com¬ 
mercial banks were not in a position to pay back these funds without 

24. All this refers to European conditions. American conditions differ only 
technically, but not economically. 1 lowcvcr. the hot-money problem is not an 
American problem, as there is, under the present state of affairs, no country 
which a capitalist could deem a safer refuge than the United States. 
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the aid of the National Bank. Thev had lent them to business—a great 
part to business in countries which, by foreign exchange control had 
blocked their balances. The only way out would have been for them 
to borrow from the National Bank. Then they would have main¬ 
tained their own solvency. But the depositors paid « ould hat c im¬ 
mediately asked the National Bank for the redemption, in gold or 
foreign exchange, of the banknotes received. 1 1 atuina ■ J 
were not to comply with this request, it would thereby have actual ) 
abandoned the gold standard and devalued the Swiss franc If, on the 
other hand, the Bank had redeemed the notes it would haxc lost 
the greater part of its reserve. A panic Mould have resulted II e 
Swiss themselves would have tried to procure as much gold ana 
foreign exchange as possible. I he whole monetary s ) s cl 

”Swiss ..-— 

been not to assist the private banks at all. But this would h e been 
equivalent to the insolvency of the country s most impoi i 

institutions. . . . . j i v . 

Thus for the Swiss Government no choice was left. It ha, 
one means to prevent an economic catastrophe: to o o\\ si 
with and to devalue the Swiss franc. The matter did not bnH>UfcU> • 
By and large, Great Britain, at the outbreak of the * «r in 

1939 * had to face similar conditions. I he City oi ' <),u o1 . , 5 

the world’s banking center. It has long since lost this fum ; «on- But 
foreigners and citizens of the Dominions still kept, on t ic c 
war, considerable short-term balances in the British 
there were the large deposits due to the central ban vs m k ^ 
area.” If the British Government had not frozen a 1 KSC * * . . ^ 

means of foreign exchange restrictions, the insolvency ° xvas 

banks would have become manifest. I- orcign exchange 
a disguised moratorium for the banks. It relieved then ™ 

plight of having to confess publicly their inability to fulfill then 

obligations. 


of 


18. The Inflationist View of History 
A very popular doctrine maintains that pn’gressne lo^ciiiv 
the monetary unit’s purchasing power plavcd a rc . K hed 

torical evolution. It is asserted that mankind won n ° ‘ ‘ • 

its present state of well-being if the supply of moiw> i-j | t _ 

creased to a greater extent than the demand tor money, 
mg fall in purchasing power, it is said, was a necessary 
economic progress. The intensification of the di\ ision < 
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the continuous growth of capital accumulation, which have centupled 
the productivity of labor, could ensue only in a world of progressive 
price rises. Inflation creates prosperity and wealth; deflation distress 
and economic decay. 55 A survey of'political literature and of the 
ideas that guided for centuries the monetary and credit policies of 
the nations reveals that this opinion is almost generally accepted. In 
spite of all w arnings on the part of economists it is still today the core 
of the layman's economic philosophy. It is no less the essence of the 
teachings of Lord Keynes and his disciples in both hemispheres. 

The popularity of inflationism is in great part due to deep-rooted 
hatred of creditors. Inflation is considered just because it favors 
debtors at the expense of creditors. I low ever, the inflationist view 
of history which we have to deal with in this section is only loosely 
related to this anticreditor argument. Its assertion that "expansion¬ 
ism" is the driving force of economic progress and that "restriction¬ 
ism" is the worst of all evils is mainly based on other arguments. 

Ir is obvious that the problems raised by the inflationist doctrine 
cannot be solved by a recourse to the teachings of historical experi¬ 
ence. It is beyond doubt that the history of prices shows, by and 
large, a continuous, although sometimes for short periods inter- 
iopted, upward trend. It is of course impossible to establish this fact 
othcrw ise than bv historical understanding. Catallactic precision can¬ 
not be applied to historical problems. The endeavors ot some histo¬ 
rians and statisticians to trace back the changes in the purchasing 
power of the precious metals lor centuries, and to measure them, are 
futile. It has been show n already that all attempts to measure economic 
magnitudes are based on entirely fallacious assumptions and display 
ignorance of the fundamental principles both of economics and ot 
history. But what history by means of its specific methods can tell 

us in this field is enough to justify the assertion that the purchasing 
power of money has for centuries shown a tendency to fall. With 
regard to this point all people agree. 

But this is not the problem to be elucidated. I he tpiestion is whether 
the fall in purchasing power was or was not an indispensable factor 
in the evolution which led from the poverty of ages gone by to the 
more satisfactory conditions of modern Western capitalism. 1 his 
tpiestion must be answered without reference to the historical ex¬ 
perience. which can be and always is interpreted in different ways, 
and to which supporters and adversaries of every theory and of every 

('i flu* critical stud\ of Marianne von I ler/feld, “Dio Gcschichtc als Funk- 
t»on t |cr (»cldl»e\vcgung." .*f/vAv; fucr So:uhvhsctiit'b.ifr. LVI, 6*4-686, anil the 
w riungs quoted in this study. 
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explanation of history refer as a proof of their mutually contradic¬ 
tory and incompatible statements. What is needed is a clarification 
of the effects of changes in purchasing power on the division of labor, 
the accumulation of capital, and technological improvement. 

In dealing with this problem one cannot satisfy oneself with the 
refutation of the arguments advanced by the inflationists in support 
of their thesis. The absurdity of these arguments is so manifest that 
their refutation and exposure is easy indeed. From its vcr\ cginnmgs 
economics has shown again and again that assertions concerning the 
alleged blessings of an abundance of money and the alleged isasters 
of a scarcity of money arc the outcome of crass errors in reasoning. 
The endeavors of the apostles of inflationism and expansionism o 
refute the correctness of the economists' teachings ha\ c ai ec ut cr \. 

The only relevant question Is this: Is it possible or not to Icmcr 
the rate of interest lastingly by means of credit expansion, 
problem will be treated exhaustively in the chapter c ea ing \m 
interconnection between the money relation and the iatc o in ■ 
There it will be shown what the consequences of booms created > 


credit expansion must be. .... . p ir 

But wc must ask ourselves at this point of our inquiries w hether 
is not possible that there arc other reasons w hich con 4 )C * u v ' 
in favor of the inflationary interpretation of history. Is it no p 
sible that the champions of inflationism have ncglccrci to r 
some valid arguments which could support their stan r t is t 
necessary to approach the issue from every possible axcnuc. 

Let us think of a world in which the quantity of ni.inev is , g. • 
At an early stage of history the inhabitants of this wor t J 

duccd the whole quantity of the commodity cmpl«»>cc 01 • 

tary service which can possibly be produced. A furt ier hk c/ . 

the quantity of money is out of the question, liduuarx 1 _' 

unknown. All money-substitutes—the subsidiary coins ini m <■ 

money-certificates. ui llir the 

On these assumptions the intensification of the 1 ix ,sl °*' c> * ...' 
evolution from the economic self-sufficiency of »">us c h° ds. d V- 
districts, and countries to the world-embracing m«'f c s . , 

the nineteenth century, the progressive accuinu ation o \ • 

and the improvement of technological methods of prot uc 10 
have resulted in a continuous trend toward falling ! >r ' c ‘ 1 

such a rise in the purchasing power of the monetary unit ia 

the evolution of capitalism? . . . 

The average businessman will answer this question in . . 

tivc. Living and acting in an environment in which a s o\\ 
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ous fall in the monetary unit’s purchasing power is deemed normal, 
necessary, and beneficial, he simply cannot comprehend a different 
state of affairs. He associates the notions of rising prices and profits 
on the one hand and of falling prices and losses on the other. The 
fact that there are bear operations too and that great fortunes have 
been made by bears does not shake his dogmatism. These are, he says, 
merely speculative transactions of people eager to profit from the 
fall in the prices of goods already produced and available. Creative 
innovations, new investments, and the application of improved techno¬ 
logical methods require the inducement brought about by the expecta¬ 
tion of price rises. Economic progress is possible only in a world of 
rising prices. 

This opinion is untenable. In a world of a rising purchasing power 
for the monetary unit everybody’s mode of thinking would have 
adjusted itself to this state of affairs, just as in our actual world it has 
adjusted itself to a falling purchasing power of the monetary unit. 
Todav everybody is prepared to consider a rise in his nominal or 
monetary income as an improvement of his material well-being. 
People's attention is directed more toward the rise in nominal wage 
rates and the money equivalent of wealth than to the increase in the 
supply of commodities. In a world of rising purchasing power for the 
monetary unit they would concern themselves more with the fall in 
living costs. This would bring into clearer relief the fact that economic 
progress consists primarily in making the amenities of life more easily 
accessible. 

In the conduct of business, reflections concerning the secular trend 
of prices do not play any role whatever. Entrepreneurs and investors 
do not bother about secular trends. What guides their actions is their 
opinion about the movement of prices in the coming weeks, months, 
or at most years. They do not heed the general movement of all 
prices. What matters for them is the existence of discrepancies be¬ 
tween the prices of the complementary factors of production and the 
anticipated prices of the products. No businessman embarks upon a 
definite production project because he believes that the prices, i.e., the 
prices of all goods and services, will rise. l ie engages himself if he 
believes that he can profit from a difference between the prices of 
goods of various orders. In a world with a secular tendency toward 
falling prices, such opportunities for earning profit will appear in the 
same way in which they appear in a world with a secular trend to¬ 
ward rising prices. 'I he expectation of a general progressive upward 
movement of all prices does not bring about intensified production 
and improvement in well-being. It results in the “flight to real values,” 
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in the crack-up boom and the complete breakdown of the monetary 

Sy I^che opinion that the prices of all commodities will drop becomes 
general, the short-term market rate of interest is lowered b> the 
amount of the negative price premium.” Thus the entrepreneur 
employing borrowed funds is secured against the consequences of 
such a drop in prices to the same extent to which, under conditions of 
rising prices, the lender is secured through the price premium against 
the consequences of falling purchasing power. • 

A secular tendency toward a rise in the monetary unit s purchasing 
power would require rules of thumb on the part of businessmen and 
investors other than those developed under the secular tendency to- 
ward a fall in its purchasing power. But ,t would certa.nl> no n- 
flucncc substantially the course of economic affairs. It would not r - 
move the urge of people to improve their material wcU-bcing as far 
as possible by an appropriate arrangement of production, 
not deprive the economic system of the factors making formateria 
improvement, namely, the striving of enterprising promote* aft « 
profit and the readiness of the public to buy those comi 'd t cs 
which are apt to provide them the greatest satisfaction at the low- 

“‘^observations are certainly not a plea for a policy of delation. 

They imply merely a refutation of the ineradicable inflationist fables. 

They 'unmask^thc illusiveness of Lord Keyness 

source of poverty and distress, of depression of trade. 

ployment is to be seen in a “contractiomst pressure. the 

that “a deflationary pressure . . . would have • • • 1 ■ . 

development of modern industry.” It is not true that cred.t cxpnnsuui 

brings about the “miracle ... of turning a stone into 1' • • 

Economics recommends neither inflationary nor Jcrtanona > H 
icy. It does not urge the governments to tamper w. h he n «k« s 
choice of a medium of exchange. It establishes only the following 

trU . th By committing itself to an inflationary or 
a government docs not promote the public iu arc. 
weal, or the interests of the whole nation. It merely 

several groups of the population at the expense o <> favored 

2. It is impossible to know in advance which group w.11 be fax ored 

26. Cf. below, pp. 558-542. . n Text of a Paper Containing 

27. Quoted from: International 'Jf . clearing Union, April S, ly-fi 

Proposals by British Experts for Aecncv of the British Govcm- 

(published by British Information Services, an Agcnc v 

nient), p. 12. 



468 Human Action 

by a definite inflationary or deflationary measure and to what extent. 
These effects depend on the whole complex of the market data in¬ 
volved. They also depend largely on the speed of the inflationary or 
deflationary movements and may be completely reversed with the 
progress of these movements. 

3. At any rate, an expansion results in misinvestment of capital 
and overconsumption. It leaves the nation as a whole poorer, not 
richer. These problems are dealt with in Chapter XX. 

4. Continued inflation must finally end in the crack-up boom, the 
complete breakdown of the currency system. 

5. Deflationary policy is costly for the treasury and unpopular with 
the masses. But inflationary policy is a boon for the treasury and very 
popular with the ignorant. Practically, the danger of deflation is but 
slight and the danger of inflation tremendous. 


19. The Gold Standard 

Men have chosen the precious metals gold and silver for the money 
service on account of their mineralogical, physical, and chemical 
features. The use of money in a market economy is a praxeologically 
necessary fact. That gold—and not something else—is used as money 
is merely a historical fact and as such cannot be conceived bv catal¬ 
lactics. in monetary history too, as in all other branches of history, 
one must resort to historical understanding. If one takes pleasure in 
calling the gold standard a “barbarous relic,*’ •* one cannot object to 
the application of the same term to every historically determined in¬ 
stitution. Then the fact that the British speak English—and not 
Danish, German, or French—is a barbarous relic too, and every 
Briton who opposes the substitution of Esperanto for English is no 
less dogmatic and orthodox than those w ho do not wax rapturous 
about the plans for a managed currency. 

The demonetization of silver and the establishment of gold mono¬ 
metallism was the outcome of deliberate government interference 
w ith monetary matters. It is pointless to raise the question concern¬ 
ing what would have happened in the absence of these policies. But 
it must not be forgotten that it was not the intention of the govern¬ 
ments to establish the gold standard. What the governments aimed at 
was the double standard. They w anted to substitute a rigid, govern¬ 
ment-decreed exchange ratio between gold and silver for the fluctuat¬ 
ing market ratios between the independently coexistent gold and 

28. Lord Keynes in the speech delivered before the House of Lords, May 23, 
'944 
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silver coins. The monetary doctrines underlying these endeavors 
misconstrued the market phenomena in that complete way in "h.ch 
only bureaucrats can misconstrue then,. The attempts to create a 
double standard of both metals, gold and silver, failed 
It was this failure which generated the gold standard. I he emerge 
of the gold standard was the manifestation of a crushing defeat of 

governments and their cherished doctrines. 

In the seventeenth century the rates at which the F.ng is g 
ment tariffed the coins overvalued the guinea svith regard to s l er 
and thus made the silver coins disappear. Only those silver corns which 

were much worn by usage or in any other way defaced or «ducedm 
weight remained in current use; it did not pay to «port and to se 
them on the bullion market. Thus England got the go d tanda d 
against the intention of its government. Only, much later the la« 
made the de facto gold standard a dc jure standard, he g . 

abandoned further fruitless attempts to pump si ver s ai i . 
into the market and minted silver only as subsidiary coins h a 
limited legal tender power. These subsidiary coins were not nones 
but money-substitutes. Their exchange value dependedI not on the 
silver content, but on the fact that they could be exebang d at: e > 
instant, without delay and without cost, at their full face inluc aga^ 
gold. They were de facto silver printed notes, claims against a definite 

“ bourse of the nineteenth century the double stamlard 
resulted in a similar way in France and in the other to. ntnes ^ the 
Latin Monetary Union in the emergence of dc facto B"' W()uU1 

lism. When the drop in the price of silver in t e nur s ■ 

automatically have effected the replacement of the 

standard by the de facto silver standard, these gov cr • 
the coinage of silver in order to preserve the ^ , 

United States the price structure on the bullion niarket had . ca 
before the outbreak of the Civil War. transformed tlc leg 3 ' 

Usm into de facto gold monometallism. After t it g t |, c 

there ensued a struggle between the friends of the gold standard 
one hand and those of silver on the other hand. 1he ™ah 
victory for the gold standard. Once fo „ owe d suit, 

nations had adopted the gold standard, all ^ WorM War most 
After the great inflationary adventures <* , . I j cx . 

countries hastened to return to the gold standard or the gold 

‘rSSSfcL* - - 

increasing welfare, liberty, and democrat), >° P 
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nomic. In the eyes of the free traders its main eminence was precisely 
the fact that it was an international standard as required by inter¬ 
national trade and the transactions of the international money and 
capital market. 20 It was the medium of exchange by means of which 
Western industrialism and Western capital had borne Western civ¬ 
ilization into the remotest parts of the earth’s surface, everywhere 
destroying the fetters of age-old prejudices and superstitions, sowing 
the seeds of new life and new well-being, freeing minds and souls, 
and creating riches unheard of before. It accompanied the triumphal 
unprecedented progress of Western liberalism ready to unite all 
nations into a community of free nations peacefully cooperating 
with one another. 

It is easy to understand why people viewed the gold standard as the 
symbol of this greatest and most beneficial of all historical changes. 
All those intent upon sabotaging the evolution toward welfare, peace, 
freedom, and democracy loathed the gold standard, and not only on 
account of its economic significance. In their eyes the gold standard 
was the laharum, the symbol, of all those doctrines and policies they 
wanted to destroy. In the struggle against the gold standard much 
more was at stake than commodity prices and foreign exchange rates. 

The nationalists arc fighting the gold standard because they want 
to sever their countries from the world market and to establish 
national autarky as far as possible. Interventionist governments and 
pressure groups arc fighting the gold standard because they consider 
ir the most serious obstacle to their endeavors to manipulate prices and 
wage rates. But the most fanatical attacks against gold arc made by 
those intent upon credit expansion. With them credit expansion is 
the panacea for all economic ills. It could lower or even entirely 
abolish interest rates, raise wages and prices for the benefit of all 
except the parasitic capitalists and the exploiting employers, free the 
state from the necessity of balancing its budget—in short, make all 
decent people prosperous and happy. Only the gold standard, that 
devilish contrivance of the wicked and stupid “orthodox” economists, 
prevents mankind from attaining everlasting prosperity. 

The gold standard is certainly not a perfect or ideal standard. There 
is no such thing as perfection in human things. But nobody is in a 
position to tell us how something more satisfactory could be put in 
place of the gold standard. The purchasing power of gold is not 
stable. But the very notions of stability and unchangcabilitv of pur¬ 
chasing power are absurd. In a living and changing world there can- 

29. T. F. Gregory. The Gold Standard and Its Future (3d cd. London, 1934), 
pp. 22 ft. 
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not be any such thing as stability of purchasing power. In the im- 
aginary construction of an evenly rotating economy there is no 
room left for a medium of exchange. It is an essential feature of 
money that its purchasing power is changing. In fact, the adversaries 
of the gold standard do not want to make money s purchasing power 
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stable. They want rather to give to the governments the p 
manipulate purchasing power without being hindered by an ex¬ 
ternal" factor, namely, the money relation of the gold standard. 

The main objection raised against the gold standard is that it makes 
operative in the determination of prices a factor which no govern¬ 
ment can control—the vicissitudes of gold production. I ln.s an 
“external" or "automatic” force restrains a national government s 
power to make its subjects as prosperous as it would like to make 
them. The international capitalists dictate and the nation s sovereign.) 
becomes a sham. 

However, the futility of interventionist polices has nothing at 
all to do with monetary matters. It will be shown later why all iso a 
measures of government interference with market phenomena n 
fail to attain The ends sought. If the interventionist govern.nent am 
to remedy the shortcomings of its first interferences >> gmng > 
and further, it finally converts its country’s economic system uo 
socialism of the German pattern. Then it abolishes the domestic mar¬ 
ket altogether, and with it money and all monetary Pf’ ; ' 1 

though it may retain some of the terms and labels of r « 

economy .” 0 In both cases it is not the gold standard that frustrates 

good intentions of the benevolent authority. 

The significance of the fact that the gold standard akes * n 
crease in the supply of gold depend upon the profi.al. hc> of p« 
ducing gold is, of course, that it limits the government s power 
resort to inflation. The gold standard makes the dctermina of 
money’s purchasing power independent of t ic c iang fc • 
and doctrines of political parties and pressure groups. . j 

a defect of the gold standard; it is its main excellence. 
of manipulating purchasing power is by ncccssii } • ■ 

methods recommended for the discovery of an allegedly ob ec.ixc 
and “scientific" yardstick for monetary manipulation - ^ 

the illusion that changes in purchasing power can be measured 
The gold standard removes the determination of cash-induced changes 
in purchasing power from the political arena, ts genera - l 
requires the acknowledgment of the truth that one cannot n ake . U 
people richer by printing money. The abhorrence of the gold standard 

30. Cf. below. Chapters XXVII-XXXI. 
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is inspired by the superstition that omnipotent governments can create 
wealth out of little scraps of paper. 

It has been asserted that the gold standard too is a manipulated 
standard. The governments may influence the height of gold’s pur¬ 
chasing power either by credit expansion, even if it is kept within 
the limits drawn bv considerations of preserving the redeemability 
of the money-substitutes, or indirectly by furthering measures which 
induce people to restrict the size of their cash holdings. This is true. 
It cannot be denied that the rise in commodity prices which occurred 
between 1^96 and 1914 was to a great extent provoked by such govern¬ 
ment policies. But the main thing is that the gold standard keeps all 
such endeavors toward lowering money’s purchasing power within 
narrow limits. The inflationists arc fighting the gold standard pre¬ 
cisely because they consider these limits a serious obstacle to the 
realization of their plans. 

What the expansionists call the defects of the gold standard are 
indeed its very eminence and usefulness. It checks large-scale in¬ 
flationary ventures on the part of governments. The gold standard 
did not fail. The governments were eager to destroy it, because 
they were committed to the fallacies that credit expansion is an 
appropriate means of low ering the rate of interest and of “improving” 
the balance of trade. 

No government is, however, powerful enough to abolish the gold 
standard. Gold is the money of international trade and of the super- 
national economic community of mankind. It cannot be affected by 
measures of governments w hose sovereignty is limited to definite 
countries. As long as a country is not economically self-sufficient 
in the strict sense of the term, as long as there are still some loopholes 
left in the walls by which nationalistic governments try to isolate 
their countries from the rest of the w orld, gold is still used as money. 
Ir docs not matter that governments confiscate the gold coins and 
bullion they can seize and punish those holding gold as felons. The 
language of bilateral clearing agreements by means of which govern¬ 
ments arc intent upon eliminating gold from international trade, 
avoids any reference to gold. But the turnovers performed on the 
ground of those agreements arc calculated on gold prices. He who 
buys or sells on a foreign market calculates the advantages and dis¬ 
advantages of such transactions in gold. In spite of the" fact that a 
country has severed its local currency from any link w ith gold, its 
domestic structure of prices remains closely connected with gold 
and the gold prices of the world market. If a government wants to 
sever its domestic price structure from that of the world market, it 
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must resort to other measures, such as prohibitive import and export 
duties and embargoes. Nationalization of foreign trade. «hethc 
effected openly or directly by foreign exchange control docs not 
eliminate gold.' The governments qua traders are trading by the use 

of gold as a medium of exchange. * 

The struggle against gold which is one of the main concerns of 
all contemporary governments must not be lookc tipcinasanisoat 
phenomenon. It is but one item in the gigantic process of destruct on 
which is the mark of our time. People fight the gold standard because 
they want to substitute national autarky f<>r free t . , 

peace, totalitarian government omnipotence for “tarty. 

P It may happen one day that technology will d.scove a e l d 
of enlarging the supply of gold at such a low cost that gold win-e^ 

come useless for the monetary service. Then pcop L.thcr 

replace the gold standard by another standard. It « « ' 

today about the way in which this problem w.H be sob ed \\ e do n 
know anything about the conditions under which the decision 

have to be made. 

International Monetary Cooperation 

The international gold standard works without anyactum on the partof 
vernments. It is effective real cooperation of all memben^ « 


The.. „ 

governments. It is effective real.cooperation government to in 

embracing market economy. 1 here is no i • n ; m | 

terfere in order to make the gold standard work as an international 

ar ^* . . __w.t\««rari<in is concerted 

What 
action for 


governments call international v V |Xncd that credit ex 

action for the .sake of credit expansion. I • - n an cxtcrn al drain, 
pansion, when limited to one countr> on, >* f tcs their plans of 
They believe that it is only the external dram that f ustrates me ( | ^ |f 
lowering the rate of interest and thus of creating . ..*■ t j icv think. 

all governments were to cooperate m their cxpansm^ . ^ , K<n k 

they could remove this obstacle. VV hat's re 1 ^ |mincv . sub!ll j tlltcs by all 

issuing fiduciary media which arc dealt 

people in all countries. that w hat makes it impos- 

There is no need to stress again here t | cxpan ..j 0 n is not merely 

siblc to lower the rate of interest by mean , xv ith cxhaiistivelv in 

the external drain. This fundamental issue is deal, with exhaust, > 

other chapters and sections of this book. 3 ' 

But there is another important question to crai. ' issuing fiduciary 
Let us assume that there exists an mtemat.onal tank ^b docs not 
media the clientele of which is the xxorld s « I \ h h „|j in g S 

matter whether these money-substitutes go d.rec.lx into 

Ji. Cf. above, pp. 4j8-4J9, and bcloxv. pp. S 47 -S»J- 
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of the individuals and firms, or are only kept by the various nations' central 
hanks as reserves against their issuance of national money-substitutes. The 
deciding point is that there is a uniform world currency. The national 
banknotes and checkbook money arc redeemable in money-substitutes 
issued bv the international bank. The necessity of keeping its national cur¬ 
rency at par with the international currency limits the power of every 
nation's central banking system to expand credit. But the world bank is 
restrained only bv those factors w hich limit credit expansion on the part 
of a single bank operating in an isolated economic system or in the whole 
world. 

We mav as w ell assume that the international bank is not a bank issuing 
monev-substitutes a part of which are fiduciary media, but a world 
authority issuing international fiat money. Gold has been entirely de¬ 
monetized. The only money in use is that created by the international 
authority. The international authority is free to increase the quantity of 
this money provided it does not go so far as to bring about the crack-up 
boom and the breakdow n of the currency. 

Then the ideal of the Keynesians is realized. There is an institution 
operating which can exercise an “expansionist pressure on world trade." 
It is free to pour a horn of plenty over the world. 

However, the champions of such plans have neglected a fundamental 
problem, namely, that of the distribution of the additional quantities of 
this credit money or of this paper money. 

I xx us assume that the international authority increases the amount of its 
issuance h\ a definite sum. all of w hich goes to one country, Rumania. The 
final result of this inflationary action will be a rise in prices of commodities 
and services alt over the world. But while this process is going on. the con¬ 
ditions «»t the citizens of \aiious countries are affected in a different way. 

I he Rumanians are the first group blessed by the additional manna. They 
have more money in their pockets wbile the rest of the world's inhabitants 
ha\e not yet got a share of the new money. They can bid higher prices, 
while 'he others cannot. Therefore the Rumanians withdraw more goods 
from the world market than they did before. The non-Rumanians arc 
lorced to restrict their consumption because they cannot compete with 
the higher prices paid b\ the Rumanians. While the process of adjusting 
prices to the altered moiu v relation is still in progress, the Rumanians arc 
in an advantageous position against the non Rumanians. When the process 
finally comes to an end. the Rumanians have been enriched at the expense 
of the non-Ruriranians. 

I he main problem in such expansionist ventures is the proportion ac¬ 
cording to which the additionil money is to be allotted to the various 
nations. I'acb nation w ill be eager to advocate a mode of distribution which 
w ill give it the greatest possible share in the additional currency. The in¬ 
dustrially backward nations of the Fast will, for instance, probably recom¬ 
mend equal distribution per capita of population, a mode which would 
obviously favor them at the expense of the industrially advanced nations. 
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Whatever mode may be adopted, all nations would be and 

would complain of unfaar treatment. Ser.ous conflicts would ensue and 

would disrupt the whole scheme. ; Mir . 

It would be irrelevant to object that this problem did not P a > “' 
tant role in the negotiations which preceded the --b! .dm w n t - he 1 nK,r 

national Monetary Fund and that it was case to re. c . b Conference 
cerning the use of the Fund s resources. The Bre.ton H °°ds Conference 

was held under very particular circumstances. Most of I [\ ^ 
nations were at that time entirely dependent on t c Stues had 

United States. They would have been doomed if ^ “ d . 

stopped fighting for their freedom and aiding t kh looked 

leaL P The 8 gove g rnment of the * 

upon the monetary agreement as a scheme » ~ ...■»« reulv to 

lend-lease after the cessation of hostilities. T he t 

give and the other participants—cspeciall) those o armies, and 

most of them at that time still entirely occupic »> * olTcrcd to 

those of the Asiatic countries-were ready to take ^atev er w^as offejed^^ 

them. The problems involved will become discern' 1 ' matters is 

time attitude in the United States toward financial and trade 

replaced by a more realistic mentality. 



XVIII. ACTION IN THE PASSING OF TIME 


i. Perspective in the Valuation of Time Periods 

acting man distinguishes the time before satisfaction of a want is 
,/vattained and the time for which the satisfaction continues. 

Action always aims at the removal of future uneasiness, be it only 
the future of the impending instant. Between the setting in of action 
and the attainment of the end sought there always elapses a fraction 
of rime, viz., the maturing time in which the seed sown by the action 
grows to maturity. The most obvious example is provided by agricul¬ 
ture. Between the tilling of the soil and the ripening of the fruit there 
passes a considerable period of time. Another example is the improve¬ 
ment of the quality of wine bv aging. In some cases, however, the 
maturing time is so short that ordinary speech may assert that the 
success appears instantly. 

As far as action requires the employment of labor, it is concerned 
with the working rime. The performance of every kind of labor 
absorbs time. In some cases the working time is so short that people 
say the performance requires no time at all. 

Only in rare cases docs a simple, indivisible and nonrcpcatcd act 
suffice to attain the end aimed at. As a rule what separates the actor 
from the goal of his endeavors is more than one step only. He must 
make many steps. And every further step to be added to those pre¬ 
viously made raises anew the question whether or not he should 
continue marching toward the goal once chosen. Most goals are so 
tar away that only determined persistence leads to them. Persever¬ 
ing action, unflinchingly* directed to the end sought, is needed in 
order to succeed. I he total expenditure of time required, i.e., work¬ 
ing time plus maturing time, may be called the period of production. 
1 he period of production is long in some cases and short in other 
cases. It is sometimes so short that it can be entirely neglected in 
practice. 

The increment in want-satisfaction w hich the attainment of the 
end brings about is temporally limited. The result produced extends 
services only over a period of time which we may call the duration 
°f serviceableness. 1 he duration of serviceableness is shorter with 
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some products and longer with other goods which are commonl> 
called durable goods. Hence acting man must always take into ac¬ 
count the period of production and the duration of serv.ceableness 
of the product. In estimating the disutility of a pro,cct considered he 
is not only concerned with the expenditure of materia fetors and 
labor required, but also with the period of production In estimag 
the utility of the expected product he is concerned with the^ durat on 
of its serviceablencss. Of course, the more durable a product s the 
greater is the amount of services it renders. But if these ser ce nr 
not cumulatively available on the same date, but extended piecemeal 
over a certain period of time, the time element, as will be *ho .n. 
plays a particular role in their evaluation^ It makes a ™ 
whether ,, units of sendee are rendered on the same date or w hether 
they arc stretched over a period of »; days in such a u a> that onlv 

one unit is available daily. , . %c 

It is important to realize that the period of procJucti.m ^ ' 

the duration of serviceablencss arc categories of human act n and 

not concepts constructed by philosophers, econo.imts and historians 

as mental tools for their interpretation of events. 1 hc> ■ ... 

elements present in even act of reasoning that precedes nnd d rec 
action. It is necessary to stress this point because Bohm-Ba erk t 
whom economics owes the discovery of the role played b> the period 
of production, failed to comprehend the difference. 

Acting man does not look at his condition with the e,cs of a us 
torian. He is not concerned with how the present situation g ' • «• ; 
His only concern is to make the best use of the means » Jd t„da 
for the best possible removal of future uneasiness. I he pas' 
count for him. He has at his disposal a definite quant. > ■ ^ 

factors of production. He docs not ask « ict ici ‘ .j | j 

nature-given or the product of production processes accomp shed 
in the past. It does no! matter for him how great a quan > < 
given, i.e., original material factors of production and hor^uas 

expended in their production and how much time . P . sivclv 
production have absorbed. He values the available n.«ns c ehua el) 
from the aspect of the services they can render him in f^ endeators 

to make future conditions more satisfactory . ' u:*!. cltcco rics in 

duction and the duration of serviceablencss arc or ‘ , 

planning future action, not concepts of academic 
historical research. They play a role in so far as l e acto r s ro 
choose between periods’ of production of different Icg•<-> 
tween the production of more durable and less durable goods. 

Action is not concerned with the future in general, but alu.ns 
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with a definite and limited fraction of the future. This fraction is 
limited, on the one side, by the instant in which the action must take 
place. Where its other end lies depends on the actor’s decision and 
choice. There arc people who arc concerned with only the impend¬ 
ing instant. There arc other people whose provident care stretches 
far bevond the prospective length of their own life. We may call the 
fraction of future time for which the actor in a definite action wants 
to provide in some way and to some extent, the period of provision. 
In the same way in which acting man chooses among various kinds of 
want-satisfaction within the same fraction of future time, he chooses 
also between want-satisfaction in the nearer and in the remoter 
future. Every choice implies also a choice of a period of provision. 
In making up his mind how to employ the various means available 
for the removal of uneasiness, man also determines implicitly the 
period of provision. In the market economy the demand of the con¬ 
sumers also determines the length of the period of provision. 

There arc various methods available for a lengthening of the period 
of provision: 

1. 1 he accumulation of larger stocks of consumers* goods destined 
for later consumption. 

The production of goods which are more durable. 

The production of goods requiring a longer period of produc¬ 
tion. 

4 - I fit* choice of methods of production consuming more time 
for the production of goods w hich could also be produced within 
a shorter period of production. 

I he first two methods do nor require any further comment. The 
third and the fourth methods intis. scrutinized more closely. 

It is one of the fundamental da: of human life and action that 
the shortest processes of productio .. i.e., those with the shortest 
period ot production, do not lemove felt uneasiness entirely. If all 
those goods w hich these shortest processes can provide arc produced, 
unsatisfied w ants remain and incentive to further action is still present. 
As acting man prefers those processes which, other things being 
equal, produce the products in the shortest time,* only such processes 
are left tor further action which consume more time. People embark 
upon these more time-consuming processes because they value the 
increment in satisfaction expected more highly than the disadvantage 
of waiting longer for their fruits. Rdhm-Baw crk speaks of the higher 
productivity of roundabout ways of production requiring more 
time. It is more appropriate to speak of the higher physical produc- 

1. Why man proceeds in this wav, will be shown on the following pages. 
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tivity of production processes requiring more time. The higher 
productivity of these processes does not always consist in the fact 
that they produce-with the same quantity of factors of produ«'on 
expended-a greater quantity of products. More often n co^ 
the fact that they produce products which could not be produced 
at all in shorter periods of production. These processes are not round¬ 
about processes'^They are the shortest and quickest way to tI k g°«l 
chosen. If one wants' to catch more fish there is no o her naethod 
available than the substitution of fishing with the aid of nets and canoes 
for fishing without the aid of this equipment. There . no better 
shorter, and cheaper method for the production of ^nknoun 
than that adopted by the chemical plants. If one Ji^cga ‘ 
ignorance, there cannot be any doubt about the highest produce t> 
and expediency of the processes chosen. If pcopU had not considered 
them the most direct processes, viz., those leading > t ic . 
to the end sought, they would not have adopted them. 

The lengthening of the period of provision throng! 
cumulation of stocks of consumers’ goods « the outcome "^e do;re 

to provide in advance for a longer period <> ,I " K - er in 

for the production of goods the durab.htv of wh eh s.greater^ 
proportion to the greater expenditure of actors «> P , njn<r of 
quired. 2 But if temporally remoter goals arc aimed at ~ y, 

the period of production is a necessary corollary of the umire. 1 

end sought cannot be attained in a shorter pcrio o 1 individ- 

. The postponement of an act of consumption means that the mh^ 

ual prefers the satisfaction which later consump m j j 1c 

to the satisfaction which immediate consumption cm, p m ulc. ^ 
choice of a longer period of production means t w * morc 

the product of the process bearing fruit on y nt * * -j nc cou | t j 
highly than the products which a process consumi pcr i 1H l 

provide. In such deliberations and the great contribution 

of production appears as waiting time. It • - . i «... tl |-i n 

of jevons and BShm-Bawerk to have shown the role play cd by taking 

account of waiting time. , ( . wiitinir 

If acting men were not to pay heed to the length 
time, they would never say that a goal is tempura ) s ° ‘ ' osin" 

cannot consider aiming at it. Faced with the of ehoosm, 

between two processes of production \'hic \ ru t which 

with the same input, they would always pre er I 

2. If the lengthening of inert** the 

crement in expenditure needed, it uould be 
quantity of units of a shorter durability. 
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renders the greater quantity of the same products or better products 
in the same quantity, even if this result could be attained only by 
lengthening the period of production. Increments in input which 
result in a more than proportionate increase in the products’ duration 
of serviccablencss would unconditionally be deemed advantageous. 
The fact that men do not act in this way evidences that they value 
fractions of time of the same length in a different way according as 
thev arc nearer or remoter from the instant of the actor’s decision. 
Other things being equal, satisfaction in a nearer period of the future 
is preferred to satisfaction in a more distant period; disutility is seen 
in waiting. 

This fact is already implied in the statement stressed in the opening 
of this chapter that man distinguishes the time before satisfaction is 
attained and the rime for the duration of which there is satisfaction. 
If any role at all is played by the time clement in human life, there 
cannot be any question of equal valuation of nearer and remoter 
periods of the same length. Such an equal valuation would mean that 
people do not care whether success is attained sooner or later. It 
would be tantamount to a complete elimination of the time element 
from the process of valuation. 

I he mere fact that goods with a longer duration of scrviceableness 
arc valued more highly than those with a shorter duration does not 
yet in itself imply a consideration of time. A roof that can protect 
a house against the weather during a period of ten years is more 
valuable than a roof which renders this service only for a period of 
five years. 1 he quantity of service rendered is different in both cases. 
Bur the question which we have to deal with is whether or not an actor 
in making his choices attaches to a service to be available in a later 
period of the future the same value he attaches to a service available 
at an earlier period. 


lime Preference as an Fsscntial Requisite of Action 

I he answer to this question is that acting man docs not appraise 
time periods merely with regard to their dimension. His choices re¬ 
garding the removal of future uneasiness arc directed bv the cate¬ 
gories sooner and Liter. Time for man is not a homogeneous substance 
of which only length counts. It is not a more or a less in dimension. 
It is an irreversible flux the fractions of which appear in different 
perspective according to w hether they arc nearer to or remoter from 
the instant of valuation and decision. Satisfaction of a want in the 
nearer future is, other things being equal, preferred to that in the 
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farther distant future. Present goods are more valuable than future 

g< Time preference is a categorial requisite of human action. No mode 
of action can be thought of in which satisfaction within a‘ 
period of the future is not-other th.ngs being cqual-P" £ 

to that in a later period. The very act of gn.nfy.ng a des rc " Ta c 
that gratification at the present instant .s preferred to that at a later 

instant. He who consumes a nonpenshable good instead > j I S 
consumption for an indefinite later moment thereby cs'a1 * » h'ger 
valuation of present satisfaction as compared with late^ ^ 

If he were not to prefer satisfaction in a nearer period of the h 

to that in a remoter period, he would never constinie and so satisfs 

wants. He would always accumulate he would .jo 

enjoy. He would not consume today, but e won 

morrow either, as the morrow would confront him the same 

d» fin,, * C p rJ £• J* .-g 

further step is guided by time preference. Once *cd«- ‘ . , )c . 

the scale of values assigns the rank i is satis et. 01 j j r . 

tween the desire b to which the rank : is assigned and ;thJs 
of tomorrow to which-in the absence of ..me pro ^ 

i would have been assigned. If b is prefeire " • ^ 

involves time preference. Purposive str ' v " S f ; ' ■ h nearer 
must needs be guided by a preference for satisfaction 

future over that in a remoter future. t-imnlist W est 

The conditions under which modern man of the 

must act are different from those under w 1R P , f„ rc hcars 
lived and acted. As a result of the pn,v,^.«ja ome of^ - * 
we have at our disposal an ample stock of ‘ n!lMlllcrs ' 

(capital goods or produced factors of proi " c ‘"“ , 0| . m .j s j O n j,e- 

goods. Our activities are designed for a JJjK^'kngthincd. step by 
cause we are the lucky heirs of a past which has ■y mc;1 ‘ s 

step, the period of provirior. andI has wifh h.nger 

expand the waiting period. In •„ all parts of the 

periods and are aiming at an even sat • ^ ^ # jtion t(( rc | v 

period chosen as the period of provision. ^ ( ^ u <>Hr tljs . 

upon a continuing influx of consume s y tonsl ..nption but also 
posal not only stocks of goods tea t .„ ntilul ous efforts again 

stocks of producers' goods out of , n <>ur dealing with 

and again make new consumers g« ■ ^ s( crficia | observer, 

this increasing “stream of income, • >• , i’ . f ^ different 

there is no heed paid to any considerations related to a 
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valuation of present and of future goods. We synchronize, he asserts, 
and thus the time element loses any importance for the conduct of 
affairs. It is, therefore, pointless, he continues, in the interpretation 
of modern conditions to resort to time preference. 

The fundamental error involved in this popular objection is caused, 
like so many other errors, by a lamentable misapprehension of the 
imaginary construction of the evenly rotating economy. In the frame 
of this imaginary construction no change occurs; there prevails an 
unvarying course of all affairs. In the evenly rotating economy con¬ 
sequently nothing is altered in the allocation of goods for the satis¬ 
faction of wants in nearer and in remoter periods of the future. No 
one plans any change because—according to our assumptions—the 
prevailing allocation best serves him and because he docs not believe 
that anv possible rearrangement could improve his condition. No 
one wants to increase his consumption in a nearer period of the fu¬ 
ture at the expense of his consumption in a more distant period or 
vice versa because the existing mode of allocation pleases him better 
than anv other thinkable and feasible mode. 


The praxcological distinction between capital and income is a 
category of thought based on a different valuation of want-satisfac¬ 
tion in various periods of the future. In the imaginary construction 
of the evenly rotating economy it is implied that the whole income 
bur not more than the income is consumed and that therefore the 
capital remains unchanged. An equilibrium is reached in the alloca¬ 
tion of goods for want-satisfaction in different periods of the future. 
It is permissible to describe this state of affairs by asserting that no¬ 
body wants to consume tomorrow's income today. We have precisely 
designed the imaginary construction of the evenly rotating economy 
in such a w ay as to make it lit just this condition. But it is necessary 
to realize that we can assert with the same apodictic assurance that, 
in the evenly rotating economy, nobody wants to have more of any 
commodity than he really has. 1 hesc statements arc true with regard 
to the evenly rotating economy because they arc implied in our defini¬ 
tion of this imaginary construction. 1 hey arc nonsensical when as¬ 
serted with regard to a changing economy which alone is real. As soon 
as a change in the data occurs, the individuals arc faced anew with the 
necessity of choosing both between various modes of want-satisfac¬ 
tion in the same period and between want-satisfaction in different 
periods. An increment can be either employed for immediate con¬ 
sumption or invested tor further production. No matter how the 
actors employ it, their choice must needs be the result of a weighing 
ot the advantages expe. ted from want-satisfaction in different periods 
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of the future. In the world of reality, in the living and changing uni¬ 
verse. each individual in each of his actions « forced to ch°°sc be 
tween satisfaction in various periods of tune. Some « 

all that they earn, others consume a part of their capital, others sate 

a part of their income. . c,:\ ro 

Those contesting the universal validity of t.mc preference fa 1 o 

explain why a man does not always invest a sum of too■doMar* ^ 

able today, although these .00 dollars would increase ' u 

within a year’s time. It is obvious that this man m —g ' 
sum today is determined by a judgment of value " h ^ h ' 
present dollars higher than .04 dollars available a y ear lj ' r : BUt C ; C 
in case he chooses to invest these .00 dollars, thenieam, g » not that 

he prefers satisfaction in a later period to that o • j.- vcrv 

he values 100 dollars today less than 104 do ars • . ' capitalist 

penny spent today is, precisely “"dcr 1 po^Mc'm invest even the 
economy in which institutions make it po rr .« nr s uisf action 

smallest sums, a proof of the higher valuation of present satis.acf 

as compared with later satisfaction. r n double 

The theorem of time preference must be " 

way. First for the case of plain saving '.J > «|^h pc ^ ^ thc 
between thc immediate consumption of • 1 • . casc 0 f c api- 

latcr consumption of thc same quantit) . * cc ° , immediate 

tali* 1 saving £ which the choice iscither 
consumption of a quant,tv of ^ J \ idc asa, faction 

of a greater quantity or of goods * hich > h ^ w |lly . H,c 

which-exccpt for the difference m ™ ^ js tl)ink .,ble. 

proof has been given for both cases. . understanding of thc 

It is possible to search for a psychological «*"* c *, SCl | by 

problem of time preference, lmpanuict . nuv approach 

waiting arc certainly psychologic*I p of human 

their elucidation by referring to the I r owth and matur- 

lifc, to thc individual’s coming into existence, ^ j s j n x \ xc course 
ing, and his inevitable decay and passing . axxa - ‘ n , 1S a too early and 
of man’s life a right moment for evciyj h jn no way related 

a too late. However, thc praxcologic. p mcrc l V understand, 

to psychological issues. We must fcr satisfaction within 

We must conceive that a man "ho docs not p • ; d never 

a nearer period of thc future to that m a remoter | 
achieve consumption and enjoyment at a • con f US cd with 

Neither must thc praxcdogical pr«>>^ ^ , a|cr ,|av, must ...» 
physiological. He who wants to I, ^ intcrmc j iatc period, 

of all care for thc preservation of his 


the 

first 
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Survival and appeasement of vital needs arc thus requirements for the 
satisfaction of any wants in the remoter future. This makes us under¬ 
stand why in all those situations in which bare life in the strict sense 
of r hc term is at stake satisfaction in the nearer future is preferred to 
that in later periods. But we are dealing with action as such, not with 
the motives directing its course. In the same way in which as econ¬ 
omists w e do not ask why albumin, carbohydrates, and fat arc de¬ 
manded by man. w e do not inquire w hy the satisfaction of vital needs 
appears imperative and docs not brook any delay. \\ e must conceive 
that consumption and enjoyment of any kind presuppose a preference 
for present satisfaction to later satisfaction. The know ledge provided 
hv this insight far exceeds the orbit for which the physiological facts 
concerned provide explanation. It refers to every kind of want-satis¬ 
faction. not onlv to the satisfaction of the vital necessities of mere 
survival. 

It is important to stress this point because rhc term “supply of 
subsistence, available for advances of subsistence.” as used by Bohm- 
Bawerk. can easilx be misinterpreted. It is certainly one of the tasks 
of this stock to provide the means for a satisfaction of the bare neces¬ 
sities of life and thus to secure survival. But besides it must be large 
enough to satisfx. beyond the requirements of necessary maintenance 
for the waiting time, all those wants and desires which—apart from 
mere survival are considered more urgent than the harvesting of 

* w 

the physically more abundant fruits of production processes con¬ 
suming more time. 

Bohtn Bawerk declared that every lengthening of the period of 
production depends on the condition that "a sufficient quantity of 
present goods is available to make it possible to overbridge the 
lengthened average interval between the starting of preparatory work 
and the harvesting of its product.” I he expression "sufficient qunn- 
ntv ’ needs elucidation. It does not mean a quantity sufficient for 
necessarv sustenance. 1 he quanntv in question must be large enough 
to secure the satisfaction of all those wants the satisfaction of which 
during the w ailing time is considered more urgent than the advantages 
which a still greater lengthening of the period of production would 
provide. If the quantity in question were smaller, a shortening of the 
period of production would appear advantageous; the increase in the 
quantity of products or the improvement of their quality to be ex¬ 
pected from the preservation of the longer period of production 
would no longer he considered a sufficient remuneration for the 

;. Cf. Bohm-Bawerk. Klcincrc Abbjtidlunc.cn uber Kjpit.il and '/.ms. vol. II in 
(icsjnnncltc Sihriltcn, cl K. \ Wcw (Vienna. 19:*). p. 169. 
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restriction of consumption enjoined during the waiting ' ,, " t ^ ' cthe 
or not the supply of fubsistence is sufficient, does not depend on an> 
physiological or other facts open to objective deternnn t on b> the 
methods of technology and physiology. The nllIa P . ( 
“overbridge," suggesting a body of water the breadth of v 
to the bridge builder an objectively determinedI task, is 1 d 
The quantity in question is valued by men. and their sub,ectn e ,udg 

ments decide whether or not it is sufficient. 

Even in a hypothetical world in which nature prmides eter^imi^ 

with the means for the preservation of biological u 

strict sense of the term), in which the most .mp« 

are not scarce and action is not concerned w»t x c P , direct 

life, the phenomenon of time preference \\ ou 1 K I 1 

all actions. 4 

Observations on the Evolution of the Time-Preference Theoiy 

It seems plausible to assume that the mere fact that ince«* “ 
in reference to periods of time should ha^ duec ed u the roU . 
economists, intent upon developing a thcor> >c „ lc d bv their 

played by time. However, the classical cconomis P concept from 

faulty theory of value and their misconstruction of the cost 1 

recognizing the importance of the time element. Stanley I ex ons 

Economics owes the time-preference lhcW g > ^J 1 , 1 . BaWcr k. Bohm-Bawerk 
and its elaboration, most of all, to Lugcn N 0,1 , colved the first to 

was the first to formulate correctly the problem to be**"*- ^ ^ 
unmask the fallacies implied in the productivity entirely 

•tress the role played by the period of production. ( ,, U „, 

succeed in avoiding ,he pitfalls in the cluMu ^ 

His demonstration of the universal validity .* | j oW cvcr, psy- 

quate because it is based on psychological const c ^ * kal theorem. It 
chology can never demonstrate the validity o | he influenced 

may show that some people or many people c human action is 

by certain motives. It can never make eviden which, without 

necessarily dominated by a definite categor.al clement 
any exception, is operative in every instance o ac* was his miscon- 
The second shortcoming of Bohm-Bawcrk s N%as nor fully 

struction of the concept of the period of pro uc " xc<>| ica | category 
aware of the fact that the period of production * 1 ^ h »mrc of the 

4- Time preference is not specifically hunun. It «s ain nd 1 ^ ^ vcr y fact that 
behavior of all living beings. The distinction of , cnRl hening of the period of 
with him time preference is not inexorable and t F . at s f orc f oou, but tin 
provision not merely instinctive as with certain a 

result of a process of valuation. , n ;;i%M».llawcrk\ reasoning the 

5 . For a detailed critical analysis of this part of Bohm-Ua«c 
reader is referred to Mises, Nationaldkonoone, pp- 45944 J 
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and that the role it plays in action consists entirely in the choices acting 
man makes between periods of production of different length. The length 
of time expended in the past for the production of capital goods available 
today does not count at all. These capital goods are valued only with re¬ 
gard to their usefulness for future want-satisfaction. The “average period 
of production" is an empty concept. What determines action is the fact 
that in choosing among various ways which can remove future uneasiness 
the length of the waiting time in each case is a necessary element. 

It was an outcome of these two errors that Bohm-Bawerk in the elabora¬ 
tion of his theory did not entirely avoid the productivity approach which 
he himself had so brilliantly refuted in his critical history of the doctrines 
of capital and interest. 

These observations do not detract at all from the imperishable merits of 
Bohm-Bawcrk's contributions. It was on the foundation laid by him that 
later economists—foremost among them Knut Wicksell, Frank Albert 
Fetter and Irving Fisher—were successful in perfecting the time-preference 

It is customary to express the essence of the time-preference theory by 
saying that there prevails a preference for present over future goods. In 
dealing with this mode of expression some economists have been puzzled 
by the fact that in some cases present uses arc worth less than future uses. 
However, the problem raised by these apparent exceptions is caused merely 
bv an misapprehension of the true state of affairs. 

There arc enjoyments which cannot be had at the same time. A man can¬ 
not on the same evening attend performances of Carmen and of Harnlet. 
In buying a ticket he must choose between the two performances. If tickets 
to both theaters for the same evening are presented to him as a gift, he must 
likewise choose. 11c may think with regard to the ticket which he refuses: 

' 1 don't care for it just now,” or “If only it had been later." 0 However, 
this does not mean that he prefers future goods to present goods. He docs 
not luve to choose between future goods and present goods. He must 
choose between two enjoyments both of which he cannot have together. 
I his is the dilemma in every instance of choosing. In the present state of 
his affairs he may prefer Hamlet to Carmen. The different conditions of a 
later date may possibly result in another decision. 

I he second seeming exception is presented by the case of perishable 
goods. They may be available in abundance in one season of the year and 
may be scarce in other seasons. However, the difference between ice in 
winter and ice in summer is not that between a present good and a future 
good. It is the difference between a good that loses its specific usefulness 
even if not consumed and another good which requires a different process 
of production. Ice available in winter can only be used in summer when 
subjected to a special process of conservation. It is, in respect to ice utiliz- 
ablc in summer, at best one of the complementary factors required for 
production. It is impossible to increase the quantity of ice available in sum- 

6. Cf. F. A. Fetter, Economic Principles (New York, 1923), I, 239. 
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mer simply by restricting the consumption of ice in winter. The two things 
are for all practical purposes different commodities. 

The case of the miser docs not contradict the universal validity of time 
preference. The miser too, in spending some of his means for a scants live¬ 
lihood, prefers some amount of satisfaction in the nearer future to that in 
the remoter future. Extreme instances in which the miser denies himself 
even the indispensable minimum of food represent a pathological withering 
away of vital energy, as is the case with the man who abstains from eating 
out of fear of morbific germs, the man who commits suicide rather than 
meet a dangerous situation, and the man who cannot sleep because he is 
afraid of undetermined accidents which could befall him while asleep. 


3. Capital Goods 

As soon as those present wants arc sated the satisfaction ol which 
is considered more urgent than any provision for the morrow, 
people begin to save a part of the available supply of consumers goods 
for later use. This postponement of consumption makes it possible 
to direct action toward temporally remoter ends. It is now leasiblc 
to aim at goals which could not be thought of before on account of 
the length of the period of production required. It is furthermore 
feasible to choose methods of production in which the output o 
products is greater per unit of input than in other methods requiring 
a shorter period of production. 1 he sine qua non of any lengt wning 
of the processes of production adopted is saving, i.c., an excess of 
current production over current consumption. Saving is the irst 
step on the way toward improvement of material well-being an 

toward every further progress on this way. 

The postponement of consumption and the accumulation of stocks 
of consumers’ goods destined for later consumption would be prac¬ 
ticed even in the absence of the stimulus offered by the tec mo °g K ' a 
superiority of processes with a longer period of production. 1 he 
higher productivity of such processes consuming more time strengt 1- 
ens considerably the propensity to save. I he sacrifice ma e v re 
stricting consumption in nearer periods of the future is lence ort j 
not only counterbalanced by the expectation of consuming the sased 
goods in remoter periods; it also opens the way to a more amp e sup¬ 
ply in the remoter future and to the attainment of goods winch could 
not be procured at all without this sacrifice. If acting man, other condi¬ 
tions being equal, were not to prefer, without exception, consumption 
in the nearer future to that in the remoter future, he would always 
save, never consume. What restricts the amount of saving and in¬ 
vestment is time preference. 
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People eager to embark upon processes w ith a longer period of 
production must first accumulate, bv means of saving, that quantity 
of consumers’ goods which is needed to satisfy, during the waiting 
time, all those wants the satisfaction of which they consider more 
urgent than the increment in well-being expected from the more 
time-consuming process. Accumulation of capital begins with the 
formation of stocks of consumers’ goods the consumption of which 
is postponed for later days. If these surpluses are merely stored and 
kept for later consumption, they arc simply wealth or, more precisely, 
a reserve for rainy days and emergencies. They remain outside the 
orbit of production. They become integrated—economically, not 
physically—into production activities only when employed as means 
of subsistence of workers engaged in more time-consuming processes. 
If expended in this way, they arc physically consumed. But economi¬ 
cally they do not disappear. They arc replaced first by the inter¬ 
mediary products of a process with a longer period of production 
and then later by the consumers’ goods which arc the final product 
of these processes. 

All these ventures and processes arc intellectually controlled by 
capital accounting, the acme of economic calculation in monetary 
terms. Without the aid of monetary calculation men could not even 
learn whether—apart from the length of the period of production—a 
definite process promises a higher productivity than another. The 
expenditures required by various processes cannot be weighed against 
one another without the aid of monetary terms. Capital accounting 
starts with the market prices of the capital goods available for further 
production, the sum of which it calls capital. It records every ex¬ 
penditure from this fund and the price of all incoming items induced 
by such expenditure. It establishes finally the ultimate outcome of all 
these transformations in the composition of the capital and thereby 
the success or the failure of the whole process. It shows not only the 
final result; it mirrors also every one of its intermediary stages. It 
produces interim balances for every day such a balance may be re¬ 
quired and statements of profit and loss for every part or stage of the 
process. It is the indispensable compass of production in the mar¬ 
ket economy. 

In the market economy production is a continuous, never-ending 
pursuit split up into an immense variety of partial processes. Innumer¬ 
able processes of production with different periods of production arc 
in progress simultaneously. 1 bey complement one another and at 
the same time arc in rivalry w ith one another in competing for scarce 
factors of production. Continuously either new capital is accumulated 
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by saving or previously accumulated capital is eaten up by over¬ 
consumption. Production is distributed among numerous individual 
plants, farms, workshops, and enterprises each of which serves onl> 
limited purposes. The intermediary products or capital goods, the 
produced factors of further production, change hands in the course 
of events; they pass from one plant to another until finally the con¬ 
sumers 1 goods reach those echo use and cn|oy them 1 he soc. 
process of production never stops. At each instant numberless proc¬ 
esses are in progress some of which are nearer to. some remoter from. 

the achievement of their special tasks. 

Every single performance in this ceaseless pursuit of " ealtl ’ P , 
duction is based upon the saving and the preparatory work of ea h 
generations. We are the lucky heirs of our fathers and forefather, 
whose saving has accumulated the capital goods with the a d 
which we are working today. We favorite children of he age of 
electricity still derive advantage from the original saw g 
primitive fishermen who, in producing the firs, nets and canoe.de¬ 
voted a part of their working time to provision for a remoter future. 
If the sons of these legendary fishermen had worn out the 
mediary products-nets and canoes-w.thour replacing then, b ><■« 
ones, they would have consumed capital and the processor mg 
and capital accumulation would have had to start a es 
better off than earlier generations because we arc equippee 

capital goods they have accumulated for us.- . . 

The businessman, the acting man. is entirely absorbed one usk 
only: to take best advantage of all the means aval a > e |>rescnt 
provement of future conditions. He docs no, «o • J . |n 
state of affairs with the aim of analyzing and comprchu fc ' ( 

classifying the means for further production and -I'P't 
importance he adopts superficial rules of thumb, "edu^usc 
three classes of factors of production: the 
factors, the human factor—labor, and capital gooc s 
factors produced in the past. I le does not analyze the na rc t e 
capital goods. They are in his eyes means of ."creasing 
tivity of labor. Quite naively he ascribes to them proc 
of their own. He does not trace their instrumental, > back. to nature 
and labor. He does not ask how they came into existence 
only as far as they may contribute to the success o • 

This mode of reasoning is all right for the businessman. Bur it Mas 

7. These considerations explode the objections* raised a M , ,, |C Interest 

ercncc theory by Frank H. Knight in h.s article. Capital. 

Rate," Econoinica, n.s., I, 257-286. 
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a serious mistake for the economists to agree with the businessman’s 
superficial view. They erred in classifying “capital" as an independent 
factor of production along with the nature-given material resources 
and labor. The capital goods—the factors of further production pro¬ 
duced in the past—are not an independent factor. They are the joint 
products of the cooperation of the two original factors—nature and 
labor—expended in the past. They have no productive power of 
their own. 

Neither is it correct to call the capital goods labor and nature 
stored up. They arc rather labor, nature, and time stored up. The 
difference between production without the aid of capital goods and 
that assisted by the employment of capital goods consists in time. 
Capital goods arc intermediary stations on the way leading from the 
very beginning of production to its final goal, the turning out of 
consumers’ goods. He who produces with the aid of capital goods 
enjoys one great advantage over the man who starts without capital 
goods; he is nearer in time to the ultimate goal of his endeavors. 

There is no question of an alleged productivity of capital goods. 
The difference between the price of a capital good, c.g., a machine, 
and the sum of the prices of the complementary original factors of 
production required for its reproduction is entirely due to the time 
difference. Me who employs the machine is nearer the goal of produc¬ 
tion. The period of production is shorter for him than for a com¬ 
petitor who must start from the beginning. In buying a machine he 
buys the original factors of production to be expended in its repro¬ 
duction plus time, i.c., the time by which his period of production is 
shortened. 

The value of time, i.e., time preference or the higher valuation of 
want-satisfaction in nearer periods of the future as against that in 
remoter periods, is an essential clement in human action. It determines 
every choice and every action. There is no man for whom the differ¬ 
ence between sooner and later docs not count. The time element is 
instrumental in the formation of all prices of all commodities and 
sendees. 


4. Period of Production, Waiting Time, and 
Period of Provision 

If one were to measure the length of the period of production spent 
in the fabrication of the various goods available now, one would 
have to trace back their history to the point at which the first ex¬ 
penditure of original factors of production took place. One would 
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have to establish when natural resources and labor were first em¬ 
ployed for processes which—besides contribunng to the production 
of other goods—also contributed ultimately to the production of 
the good in question. The solution of this problem would require 
the solubility of the problem of physical imputation. It would be 
necessary to establish in quantitative terms to what extent tools 
raw materials, and labor which directly or indirectly were used in 
the production of the good concerned contributed to the result. One 
would have to go back in these inquiries to the very origins of capital 
accumulation by saving on the part of people who prev,ou S l> lned 
from hand to mouth. It is not only practical difficulties which 
such historical studies. The very insolubility of the problem of pins 
ical imputation stops us at the first step of such ventures. 

Neither acting man himself nor economic theory needs a meas 

urement of the time expended in the past for the P r<K uc 1 [Khcv 
available today. They would have no use for such data c cn they 
knew them. Acting man is faced with the problem of how to take 

best advantage of the available supply of goods, ci . ■ /, 

in employing each part of this supply >n such a way as to sa 
the most urgent of the not yet satisfied wants, lor he «jKsemu 
of this task he must know the length of the waiting nnu 'dueh«-P;» 
rates him from the attainment of the various goals among x' h.cj 1 ' 
to choose. As has been pointed out and must be emphasized aua n 
there is no need for him to look backward to the h^tory of the 
various capital goods available. Acting man counts «««ng and 
the period of production always from today on. n •• • , 

which there is no need to know whether more or less Wmw 
material factors of production have been expended in thcir 

of the products available now, there is no need to 
production has absorbed more or less time. I lungs « 

clusively from the point of view of the services thq> ca "ink r 
the satisfaction of future wants. The actual sacrifices nia le an the 
time absorbed in their production are beside the point. 1 hesc things 

belong to the dead past. . rc l ; »tcd 

It is necessary to realize that all economic ca S u j t h the 

to human action and have nothing at a to '.roods and 

physical properties of things. Fconomics is no ^ om _ 

services; it is about human choice and act I / to the 

cept of time is not the concept of physics or biology • t refe s to t e 

sooner or the later as operative in the actors Hgments of value Ti e 

distinction between capital goods and consumers^ goods tar g ^ 

distinction based on the physical and ph> sm ogic p \ 
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goods concerned. It depends on the position of the actors and the 
choices they have to make. The same goods can be looked upon as 
capital goods and as consumers’ goods. A supply of goods ready for 
immediate enjoyment is capital goods from the point of view of a 
man who looks upon it as a means for his own sustenance and that of 
hired workers during a waiting time. 

An increase in the quantity of capital goods available is a necessary 
condition for the adoption of processes in which the period of 
production and therefore waiting time arc longer. If one wants to 
attain ends which arc temporally farther away, one must resort to 
a longer period of production because it is impossible to attain the 
end sought in a shorter period of production. If one wants to resort 
to methods of production with which the quantity of output is higher 
per unit of input expended, one must lengthen the period of produc¬ 
tion. For the processes with which output is smaller per unit of input 
have been chosen only on account of the shorter period of production 
they require. But on the other hand, nor every employment chosen for 
the utilization of capital goods accumulated bv means of additional 
saving requires a process of production in which the period of pro¬ 
duction from today on to the maturing of the product is longer than 
with all processes already adopted previously. It may be that people, 
having satisfied their more urgent needs, now want goods which 
can be produced within a comparatively short period. The reason 
w by these goods have not been produced previously was not that the 
period of production required for them alone was deemed too long, 
imt that there was a more urgent employment open for the factors 
required. 

If one chooses to assert that every increase in the supply of capital 
goods available results in a lengthening of the period of production 
and of waiting time, one reasons in the following wav: If a arc the 
«roods alrcadv previously produced and b the goods produced in the 
new processes started with the aid of the increase in capital goods, 
it is obvious that people had to wait longer for a and b than they had 
to wait for a alone. In order to produce «? and b it was not only neces¬ 
sary to acquire the capital goods required for the production of a, 
but also those required for the production of b. If one had expended 
for an increase of immediate consumption the means of sustenance 
saved to make workers available for the production of />, one would 
have attained the satisfaction of some wants sooner. 

The treatment of the capital problem customary with those econ¬ 
omists who are opposed to the so-called “Austrian” view assumes that 
the technique employed in production is unalterably determined by 
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the given state of technological knowledge. The "Austrian" econ¬ 
omists, on the other hand, show that it is the supply of «P'“ l S“° d * 
available at each moment that determines which of the man) kno t 
technological methods of production w.U be employed. 1 he cor¬ 
rectness of the “Austrian” point of view can easily be demonstrated 
by a scrutiny of the problem of scarcity of capital. 

Let us look at the condition of a country suffering from scare. > f 
capital. Take, for instance, the state of affairs in R^ania about ,860^ 
What was lacking was certainly not technological ktovv'edge I he 
was no secrecy concerning die technological methods pmb> 
the advanced nations of the West. They were described 
able books and taught at many schools. 1 lie elite o ■ 

had received full information about them at the techndog.cal tm. 
versities of Austria, Switzerland, and France. Hundred of o cjn 
experts were ready to apply their knowledge and skill in Rumania. 
Xt wl wanting' was R capita, goods needed for a trans^mution 
of the backward Rumanian apparatus of production, tr .p • j 
and communication according to Western patterns. Ifthe «■J>* 
to the Rumanians on the part of the advanced foreign namms had 
consisted merely in providing them with technohigical knowledge, 
they would have had to realize that it would take a c ) g 

they caught up with the W« The first - ^ 

done would have been to save in order t re t : mc . 

factors of production available for the performance of more nmc 
consuming processes. Only then could they success.xoly produce c c 
tools required for the construction of those plants >^h.ch^in the^fu. 

thcr course were to produce the equipment nce telegraph 

tion and operation of modern plants, farms, mines, r. , 1 ^ . 

lines, and buildings. Scores of decades would 

had made up for the time lost. 1 here woul not 1 c ’ 

of accelerating this process than by restating cunxnt 

tion as far as physiologically possible for t \c in c capitalist 

However, things developed in a dl goods needed for 

West lent to the backward countries the capital hods ol * 

an instantaneous transformation of a great par o 
production. It saved them time and made it poss bl ' f " for 

multiply very soon the productivity of their labor. I he effect to. 

8 . Cf. F. A. Hayck, The Pore Theory "J As'llaycc' 

awkward indeed to attach to certain line, of h d ctono „ m , s ,„, cc Ricardo, 
remarks pertinently <p. 47. n. i). the c,as . , lv under the influence of J. 
and particularly J. S. Mill (the Uncrarol M rcccnt Anglo-Saxon 

Rae) were in some regards more .-\usii<*>> 
successors. 



494 


Human Action 


the Rumanians was that they could immediately enjoy the advantages 
derived from the modern technological procedures. It was as if they 
had started at a much earlier date to save and to accumulate capital 
goods. 

Shortage of capital means that one is further away from the at¬ 
tainment of a goal sought than if one had started to aim at it at an 
earlier date. Because one neglected to do this in the past, the inter¬ 
mediary products are wanting, although the nature-given factors 
from which they arc to be produced are available. Capital shortage 
is dearth of time. It is the effect of the fact that one was late in 
beginning the march toward the aim concerned. It is impossible to 
describe the advantages derived from capital goods available and 
the disadvantages resulting from the paucity of capital goods with¬ 
out resorting to the time clement of sooner and later . 0 

To have capital goods at one’s disposal is tantamount to being nearer 
to a goal aimed at. An increment in capital goods available makes it 
possible to attain temporally remoter ends without being forced to 
restrict consumption. A loss in capital goods, on the other hand, makes 
it necessary cither to abstain from striving after certain goals which 
one could aim at before or to restrict consumption. To have capital 
goods means, other things being equal,' 0 a temporal gain. As against 
those who lack capital goods, the capitalist, under the given state of 
technological knowledge, is in a position to reach a definite goal 
sooner without restricting consumption and without increasing the 
input of labor and nature-given material factors of production. His 
head start is in time. A rival endowed with a smaller supply of capital 
goods can catch up only by restricting his consumption. 

I he start which the peoples of the West have gained over the other 
peoples consists in the fact that they have long since created the 
political and institutional conditions required for a smooth and by 
and large uninterrupted progress of the process of larger-scale saving, 
capital accumulation, and investment. Thus, bv the middle of the 
nineteenth century, they had already attained a state of well-being 
which far surpassed that of poorer races and nations less successful 
in substituting the ideas of acquisitive capitalism for those of predatory 
militarism. Left alone and unaided bv foreign capital these backward 
peoples would have needed much more time to improve their meth¬ 
ods of production, transportation, and communication. 

It is impossible to understand the course of world affairs and the 

9. Cf. \V. S. Jcvons. The Theory of V0litic.1l Economy (4th cd. London, 1924), 
PP- 224-229. 

10. 1 his implies also equality in the quantity of nature-given factors available. 
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development of the relations between West and East in the last 
centuries, if one does not comprehend the importance of this large- 
scale transfer of capital. The West has given to the Last not only 
technological and therapeutical knowledge, but also the capital goods 
needed for an immediate practical application of this knoxi ledg c. 
These nations of Eastern Europe, Asia, and Africa have been able 
thanks to the foreign capital imported, to reap the fru,ts °T""* 
industry at an earlier date. They were to some extent rcl evedm 
the necessity of restricting their consumption in order to accumulate 
a sufficient stock of capital goods. This was the true nature ,the 
alleged exploitation of the backward nations on the pan of \\i M*«n 
capitalism about which their nationalists and the urns lamen ^ 

It was a fecundation of the economically backward nations by the 

wealth of the more advanced nations. • ij sts 

The benefits derived were mutual. What impelled the cap al ts 
of the West to embark upon foreign investment was the demand 
of the consumers. Consumers asked for goods which couW not be 
produced at all at home and for a cheapening o g ooi s f h 

be produced at home only with rising costs. If -'K. u m 
capitalist West had behaved in a different way or lf ' ,n “ 
obstacles to capital export had proved .nsurmoumal e no « g 
export would have occurred. There would have> been more long^ 
tudinal expansion of domestic production instead of la c . P- 

“no, ,h, task of catallactics bo. of history.»« 

sequences of the internationalization of the capita in. ' ' 

ing, and its final disintegration brought ^bout by the ex op non 

policies adopted by the receiving countries. Catallac ,es as - ^ 

scrutinize the effects of a richer or poorer S >‘PP > 1 ' j in j 

We compare the conditions of two isolated market s> tuns .^ 
B. Both are equal in size and population figures, i * - m onc 

logical knowledge, and in natural resources. ' c > k | nrffcr 

another only in the supply of capital goods, t us supj j t fon 

in A than in B. This enjoins that in A many 

arc employed with which the output is greater per u notion of 

with those employed in B. In B one cannot consider 
these processes on account of the comparative 

goods. Their adoption would require a rcstuetion < which in 

?„ B many manipulation, arc VS"™ d a” jStS 

A are performed by labor-saving machines. In A goods j 

with a longer durability; in B onc must abstain rom P . ^ ^ ^ 

although the lengthening of durability is o >tainec >> • 
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proportionate increase in input. In A the productivity of labor -and 
consequently wage rates and the standard of living of the wage 
earners are higher than in B. n 

Prolongation of the Period of Provision Beyond the Expected 
Duration of the Actor's Life 

The judgments of value which determine the choice between satisfac¬ 
tion in nearer and in remoter periods of the future are expressive of present 
valuation and not of future valuation. They weigh the significance at¬ 
tached today to satisfaction in the nearer future against the significance 
attached today to satisfaction in the remoter future. 

The uneasiness which acting man wants to remove as far as possible is 
always present uneasiness, i.e., uneasiness felt in the very moment of action, 
and it always refers to future conditions. The actor is discontented today 
with the expected state of affairs in various periods of the future and tries 
to alter it through purposive conduct. 

If action is primarily directed toward the improvement of other peoples 
conditions and is therefore commonly called altruistic, the uneasiness the 
actor wants to remove is his own present dissatisfaction with the expected 
state of other people’s affairs in various periods of the future. In taking 
care of other people he aims at alleviating his own dissatisfaction. 

It is therefore not surprising that acting man often is intent upon pro¬ 
longing the period of provision beyond the expected duration of his own 
life. 

Some Applications of the Time-Preference Theory 

Every part of economics is open to intentional misrepresentation and 
misinterpretation on the part of people eager to excuse or to justify falla¬ 
cious doctrines underlying their party programs. To prevent such misuse 
as far as possible it seems expedient to add some explanatory remarks to the 
exposition of the time-preference theory. 

There arc schools of thought which flatly deny that men differ with re¬ 
gard to innate characteristics inherited from their ancestors. 12 In the 
opinion of these authors the only difference between the white men of 
Western civilization and Eskimos is that the latter arc in arrears in their 
progress toward modern industrial civilization. This merely temporal 
difference of a few thousand years is insignificant when compared with 
the many hundreds of thousands of years which were absorbed by man’s 
evolution from the simian state of his apelike forebears to the conditions 
of present-day homo sapiens. It docs not support the assumption that racial 
differences prevail between the various specimens of mankind. 

ii. Cf. John Bates Clark. Essentials of Economic Theory (New York, 1907). 
PP* 1 33 ff* 

1 2. About the Marxian attack against genetics, cf. T. D. Lysenko, Heredity 
and Variability (New York, 1945). A critical appraisal of this controversy is pro¬ 
vided by J. K. Baker, Science and the Planned State (New York, 1945), pp. 71-76. 
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Praxcologv and economics arc foreign to the issues raised by this con¬ 
troversy. But they must take precautionary measures lest the' become 
implicated by partisan spirit in this clash of antagon.st.c .deas. If those 
fanatically rejecting the teachings of modern genetics were not entirely 
ignorant of economics, they would certainly try to turn the time-pref¬ 
erence theory to their advantage. They would refer to the arc , 
that the superiority of the Western nat.ons consists merely in their has mg 
started earlier in endeavors to save and to accumulate capital goods. I he> 
would explain this temporal difference by accidental factors, the 

opportunity offered by environment. 

Against such possible misinterpretations one must emphas./e the fac 
that the temporal head start gained by the Western nations was comhnoned 
by ideological factors which cannot be reduced simply to the of 

environment. What is called human civilization has up to now been •. p< t 
ress from cooperation by virtue of hegemonic bonds to erratum b> 
virtue of contractual bonds. But while many races and people ^ ; 
rested at an early stage of this movement, others kept on advancing, 
eminence of the\vesfern nations consisted in the fact that they 
better in checking the spirit of predatory militarism than tlu 

kind and that they thus brought forth the socia. institutioi s requ . 

saving and investment on a broader scale. Even Marx did " ,C 

fact that private initiative and private ownership of .He meam «•' 

tion were indispensable stages in the progress from \ yrin Europe 

to the more satisfactory conditions of ninetccntl -centu > I 

and North America. What the East Indies. China, japan 
medan countries lacked were institutions of safeguarding , 

rights. The arbitrary administration of pashas, kadis ra,ahs 'V". r , 

daimios was not conducive to large-scale accumulation of C.|^ 
guarantees effectively protecting the individual against 1 * J. j cco . 
confiscation were the foundations upon which the 

nomic progress of the West came into flower. I »csi ' cnv ironmcnt. 
growth of chance, historical accidents, and gcograp c. 

They were the product of reason. X f rica u nu ld ha\ c 

We do not know what course the lustorx of. • , i . somc 

taken if these peoples had been left alone. \N hat jappu c_ j n;1 am | 

of these peoples were subject to European rule am <>t k n frontiers 

Japan—were forced by the display of naval power to 
The achievements of Western industrialism came to u j | )cm ,„ M | 

They were ready to take advantage of the foreign capita c . 

invested in their territories. But they were rather slow ,n niclr assimi- 
the ideologies from which modern industrialism had sprung, 
lation to Western ways of life is superficial. , 

We are in the midst of a revolutionary process which u . 1 I « do 
away with all varieties of colonialism. I his rcxoution is i.* rc nch 

those countries which were subject to the rule of t,lc . r,tl ' ’ of t | lc j r 
and the Dutch. Even nations which without any in ringu • 
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political sovereignty had profited from foreign capital are intent upon 
throwing off what they call the yoke of foreign capitalists. They are ex¬ 
propriating the foreigners by various devices—discriminatory taxation, re¬ 
pudiation of debts, undisguised confiscation, foreign exchange restrictions. 
We arc on the eve of the complete disintegration of the international 
capital market. The economic consequences of this event are obvious; its 
political repercussions are unpredictable. 

In order to appreciate the political consequences of the disintegration of 
the international capital market it is necessary to remember what effects 
were brought about bv the internationalization of the capital market. 
Under the conditions of the later nineteenth century it did not matter 
whether or not a nation was prepared and equipped with the required 
capital in order to utilize adequately the natural resources of its territory. 
There was practically free access for everybody to every area’s natural 
wealth. In searching for the most advantageous opportunities for invest¬ 
ment capitalists and promoters were not stopped by national borderlines. 
As far as investment for the best possible utilization of the known natural 
resources was concerned, the greater part of the earth’s surface could be 
considered as integrated into a uniform world-embracing market system. 
It is true that this result was attained in some areas, like the British and the 
Dutch Fast Indies and .Malaya, only by colonial regimes and that autoch¬ 
thonous governments of these territories would probably not have created 
the institutional setting indispensable for the importation of capital. But 
1 .astern and Southern Furopc and the Western Hemisphere had of their 
own accord joined the community of the international capital market. 

The Marxians were intent upon indicting foreign loans and investments 
for the lust for war. conquest, and colonial expansion. In fact the inter¬ 
nationalization of the capital market, together with free trade and the free¬ 
dom of migration, was instrumental in removing the economic incentives 
to war and conquest. It no longer mattered for a man where the political 
boundaries of his country were drawn. The entrepreneur and the investor 
were not checked by them. Precisely those nations which in the age preced¬ 
ing the first World War were paramount in foreign lending and invest¬ 
ment were committed to the ideas of peace-loving “decadent" liberalism. 
Of the foremost aggressor nations Russia, Italy, and Japan were not capital 
exporters; they themselves needed foreign capital for the development of 
their own natural resources. Germany’s imperialist adventures were not 
supported by its big business and finance.** 

The disappearance of the international capital market alters conditions 
entirely. It abolishes the freedom of access to natural resources. If one of 
the socialist governments of the economically backward nations lacks the 
capital needed for the utilization of its natural resources, there will be no 
means to remedy this situation. If this system had been adopted a hundred 
years ago, it would have been impossible to exploit the oil fields of Mexico, 

i?. Cf. Mises. Omnipotent Government (New Haven, 1944), p. 99 and the 
books quoted there. 
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Venezuela, and Iran, to establish the rubber plantations in Malaya or to 
develop the banana production of Central America. It « illusory toassume 
that the advanced nations will acquiesce in such a state of affairs. 1 he 
resort to the only method which gives then, access to badly needed rav. 
materials; they will resort to conquest. War is the alternative to freedom 
foreign investment as realized by the international capital market 

The inflow of foreign capital did not harm the receiving '' '‘'.ns l as 

European capital that accelerated considerably the marvelous e onon. c 
evolution of the United States and the British Dominions Th nhs «o 
foreign capital the countries of Latin America and Asia arc -toi** I’M 

with facilities for production and transportation "h.ch thes ou d hate 
had to forego for a very long time if they had not received this aid- Real 
wage rates and farm yields arc higher today in t u»sc areas . I, 

have been in the absence of foreign capital. 1 he mere facha« almost all 
nations are vehemently asking today for American credits explodes 

fables of the Marxians and the nationalists. resuscitite 

However, the mere lust for imported capital goods does not■ ^ * 
the international capital market. Investment and lending abroad i( ._ 

possible if the receiving nations arc unconditionally and ' mt , 

ted to the principle of private property and do not plan to c ^ 
foreign capitalists at a later date. It was such expropriations that dextr. >i 

the international capital market. . . f . n : mcr . 

Intergovernmental loans are no substitute for the functioning of a nm cT 

national capital market. If they are granted onbus, ness ter,m.thc>prcs;;^ 
pose no less than private loans the full acknowledgnun o | | . • 

If they are grantld, as is usually the case, as virtual subsubc » 'W 

regard for payment of principal and interest, they impose 
the debtor nations sovereignty. In fact such "loans are o he most , ^ 
the price paid for military assistance ,n col,, . ,n ? j„ wlu'cl, the 

sidcrations already played an important r«. e t|m? out si.mding 

European powers prepared the great wars « - i: rclU -|i capitalists, 

example was provided by the huge sums which the imperial 

pressed hard by the Government of the Third RcpuWf • ^ 

Russia. The Tsars used the capital borrowed f | or t n T'’' l, p K . v \ lii | „ ot inv cm 
provement of the Russian apparatus of product 
it; they consumed a great part of it. 

y. The Convertibility of Capital Goods 

Capital goods arc intermediary steps on the "a> ,.| un „ c d. 

goal. If in the course of the period of production t ic g" • ,Ircntlv’ 

ft is not always possible J use the intcrmcdiarv 
available for the pursuit of the new goal. Some of tl P 
become absolutely useless, and all expenditure mm i tlic 

tion appears now as waste. Other capital goods can be utilized 
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new project but only after having been subjected to a process of 
adjustment; it would have been possible to spare the costs required 
by this alteration if one had from the start aimed at the new goal. 
A third group of capital goods can be employed for the new process 
without any alteration; but if it had been known at the time they 
were produced that they would be used in the new way, it would 
have been possible to manufacture at smaller cost other goods which 
could render the same service. Finally there are also capital goods 
which can be employed for the new project just as well as for the 
original one. 

It would hardly be necessary to mention these obvious facts if it 
were not essential to refute popular misconceptions. There is no 
such thing as an abstract or ideal capital that exists apart from con¬ 
crete capital goods. If we disregard the role cash-holding plays in the 
composition of capital (we will deal with this problem in one of 
the later sections) we must realize that capital is always embodied in 
definite capital goods and is affected by everything that happens 
with regard to them. The value of an amount of capital is a derivative 
of the value of the capital goods in which it is embodied. The money 
equivalent of an amount of capital is the sum of the money equivalents 
of the aggregate of capital goods to which one refers in speaking of 
capital in the abstract. There is nothing which could be called “free” 
capital. Capital is always in the form of definite capital goods. These 
capital goods arc better utilizablc for some purposes, less utilizable 
for others, and absolutely useless for still other purposes. Every unit 
of capital is therefore in some way or other fixed capital, i.e., dedicated 
to definite processes of production. The businessman's distinction be- 
iwccn fixed capital and circulating capital is a difference of degree, 
not of kind. Everything that is valid with regard to fixed capital is 
also valid, although to a smaller degree, with regard to circulating 
capital. All capital goods have a more or less specific character. Of 
course, \\ ith many of them it is rather unlikely that a change in wants 
and plans will make them entirely useless. 

The more-a definite process of production approaches its ultimate 
end, the closer becomes the tic between its intermediary products 
and the goal aimed at. Iron is less specific in character than iron 
tubes, and iron tubes less so than iron machine-parts. The conversion 
of a process of production becomes as a rule the more difficult, the 
farther it has been pursued and the nearer it has come to its termina¬ 
tion, the turning out of consumers* goods. 

In looking at the process of capital accumulation from its very 
beginnings one can easily recognize that there cannot be such a thing 
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as free capital. There is only capital embodied in goods of a more 
specific character and in goods of a less specific character. \\ hen the 
wants or the opinions concerning the methods of want-satisfaction 
change, the value of the capital goods is altered accordingly. Addi¬ 
tional capital goods can come into existence only through makmg 
consumption lag behind current production. 1 he additional capita 
is already in the very moment of its coming into existence embodied 
in concrete capital goods. These goods had to he produced before 
they could—as an excess of production over consumption—become 
capital goods. The role which the intraposmon of money plays in 
the sequence of these events will be dealt with later. Here we need 
only recognize that even the capitalist whose whole capital 
in money and in claims to money does not own free capital. H funds 
are tied up with money. They arc affected by changes in mono. * 
purchasing P power and-as far as they are invested in claims to definite 
sums of money—also by changes in the debtor s soh enc> . 

It is expedient to substitute the notion of the convertibility 
capital goods for the misleading distinction between fixed and free 
or circulating capital. The convertibility of capital goods is the op¬ 
portunity offered to adjust their utilization to a change in the data of 
production. Convertibility is graduated. It is never perfect, i.c.. present 
with regard to all possible changes in the data. In the case of abso¬ 
lutely specific factors it is entirely absent. As the conversion of capital 
R ood y s from the employment originally planned to other employ¬ 
ments becomes necessary through the emergence of unforeseen 
changes in the data, it is impossible to speak of convertibility in genera 

or arc expected. A radical change in the data could make capital go< d 
previously considered to be easily convertible cither not convertible 

at all or convertible only with difficulty. „„.. orli hilitv nlavs 

It is obvious that in practice the problem of comcrt.bi its play 

a greater role with goods the serviceability of which consists in render 
ing a series of services over a period of time than with capmrt go* 
the serviceability of which is exhausted by rendering 0, ''y « nc scrv 
ice in the proccL of production. The unused capacity of phnt and 

transportation facilities and the scrapping o cquipm lonccr 

cording to the plans underlying its production was designed for longer 
use are more momentous than the throwing away of fab cs and 
clothing out of fashion and of physically peris w > c g • 
problem of convertibility is peculiarly a pro > cm o c. p •‘ ‘ 

capital goods only in so far as capital accounting makes it cspccia > 
visible with regard to capital goods. Essentially ,t is a phenomenon 
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present also in the ease of consumers’ goods which an individual 
has acquired for his own use and consumption. If the conditions 
which resulted in their acquisition change, the problem of converti¬ 
bility becomes actual with them too. 

Capitalists and entrepreneurs in their capacity as owners of capital 
arc never perfectly free; they arc never on the eve of the first decision 
and action which'will bind'them. They are always already engaged 
in some wav or other. Their funds arc not outside the social process 
of production, but invested in definite lines. If they own cash, this 
is. according to the state of the market, either a sound or an unsound 
"investment”; but it is always an investment. They have either let 
slip the right moment for the purchase of concrete factors of produc¬ 
tion which thev must buy sooner or later, or the right moment to 
l>uv lvas not vet come. In the first case their holding of cash is un¬ 
sound; they have missed an opportunity. In the second case their 
choice w as correct. 

Capitalists and entrepreneurs in expending money for the purchase 
of concrete factors of production value the goods exclusively from 
the point of view of the anticipated future state of the market. They 
pay prices adjusted to future conditions as they themselves appraise 
them toda\. I rrors committed in the past in the production of capital 
"nods available today do not burden the buyer; their incidence falls 

r • • , 

entirely on the seller. In this sense the entrepreneur who proceeds 

to buy against money capital goods for future production crosses 

<• 11r the past. I lis entrepreneurial ventures are not affected by changes 

which in the past occurred in the valuation and the prices of the 

factors of production he acquires. In this sense alone one may say 

that the ow tier of ready cash o\\ ns liquid funds and is free. 

f*. I he Influence of the Past l pon Action 

I lie more the accumulation of capital goods proceeds, the greater 
becomes the problem of i omenibilitv. I he primitive methods of 
farmers and handicraftsmen «•! earlier ages could more easily he ad- 
ju-ted to new tasks than modern capitalist methods. But it is pre- 
i iselx modern capitalism that is faced with rapid changes in condi¬ 
tions. ( hinges in technological knowledge and in the demand of 
consumers as they occur dail\ in <>tu time make obsolete many of 
the plans directing the com sc of production and raise the question 
w liethcr or not one should pursue the path starred on. 

I he spirit of sweeping innovation may get hold of men, may 
triumph over the inhibitions «•! sluggishness and indolence, may incite 
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the slothful slaves of routine to a radical rescission of traditional 
valuations, and may peremptorily urge people to enter upon new 
paths leading to new goals. Doctrinaires may try to forget that we are 
in all our endeavors the heirs of our fathers, and that our civilization, 
the product of a long evolution, cannot be transformed at one stroke. 
But however strong the propensity for innovation may be, it is kept 
in bounds by a factor that forces men not to deviate too hastily from 
the course chosen by their forebears. All material wealth is a residuum 
of past activities and is embodied in concrete capital goods of limited 
convertibility. The capital goods accumulated direct the actions of 
the living into lines which they would not have chosen if their dis¬ 
cretion had not been restricted by binding action accomplished in 
the past. The choice of ends and of the means for the attainment of 
those ends is influenced by the past. Capital goods are a conservative 
element. They force us to adjust our actions to conditions brought 
about by our own conduct in earlier days and by the thinking, choos¬ 
ing and acting of bygone generations. . 

We may picture to ourselves the image of how things would be if, 
equipped with our present knowledge of natural resources, geogra¬ 
phy technology, and hygienics, we had arranged all processes of 
production and manufactured all capital goods accordingly. We 
would have located the centers of production in other places. We 
would have populated the earth's surface in a different way Some 
areas which are today densely inhabited and full of plants and farms 
would be less occupied. We would have assembled more people and 
more shops and farms in other areas All establishments would be 
equipped with the most efficient machines and tools. Each of them 
would be of the size required for the most economical utilization of its 
capacity of production. In the world of our perfect planning there 
would be no technological backwardness, no unused capacity to pro¬ 
duce, and no avoidable shipping of men or of goods. 1 he product.' tv 
of human exertion would far surpass that prevailing in our actual, 

Thtwrililgs of the socialists arc full of such utopian fancies. 
Whether they call themselves Marxian or non-Marxian sociahsts 
technocrats, or simply planners, they are all eager to show us ho 
foolishly things arc arranged in reality and how happily men coul 
live if they were to invest the reformers with dicta or,al powers. It 
is only the inadequacy of the capitalist mode of production that pre¬ 
vents mankind from enjoying all the amenities which could be pro¬ 
duced under the contemporary state of technological knowledge. 

The fundamental error involved in this rationalistic romanticism 
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is the misconception of the character of the capital goods available 
and of their scarcity. The intermediary products available today 
were manufactured in the past by our ancestors and by ourselves. The 
plans which guided their production were an outgrowth of the then 
prevailing ideas concerning ends and technological procedures. If 
we consider aiming at different ends and choosing different methods 
of production, we are faced with an alternative. We must either 
leave unused a great part of the capital goods available and start afresh 
producing modern equipment, or we must adjust our production 
processes as far as possible to the specific character of the capital goods 
available. The choice rests, as it always docs in the market economy, 
with the consumers. Their conduct in buying or not buying settles 
the issue. In choosing between old tenements and new ones equipped 
with all the gadgets of comfort, between railroad and motorcar, be¬ 
tween gas and electric light, between cotton and rayon goods, be¬ 
tween silk and nylon hosiery, they implicitly choose between a con¬ 
tinued employment of previously accumulated capital goods and 
their scrapping. W hen an old building which could still be inhabited 
for years is not prematurely demolished and replaced bv a modern 
house because the tenants are not prepared to pay higher rents and 
prefer to satisfy other wants instead of living in more comfortable 
homes, it is obvious how present consumption is influenced by condi¬ 
tions of the past. 

The fact that not every technological improvement is instantly 
applied in the whole field is not more conspicuous than the fact that 
not everybody throws aw ay his old car or his old clothes as soon as 

0 m 0 

a better car is on the market or new patterns become fashionable. In 
all such things people arc motivated by the scarcity of goods available. 

A new machine, more efficient than those used previously, is 
constructed. Whether or not the plants equipped with the old, less 
efficient machines will discard them in spite of the fact that they are 
still utilizahlc and replace them by the new model depends on the 
degree of the new machine's superiority. Only if this superiority 
is great enough to compensate for the additional expenditure required, 
is the scrapping of the old equipment economically sound. Let p be 
the price of the new machine. ./ the price that can be realized by 
selling the old machine as scrap iron, a the cost of producing one 
unit of product by the old machine, b the cost of producing one unit 
of product by the new machine without taking into account the 
costs required tor its purchase. Let us further assume that the emi¬ 
nence ot the new machine consists merely in a better utilization of 
raw material and labor employed and not in manufacturing a greater 
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quantity of products and that thus the annual output s remains un¬ 
changed. Then the replacement of the old machine by the new one is 
advantageous if the yield z (a - b) is large enough to make good for 
the expenditure of p - q. We may disregard the writing off of de¬ 
preciation in assuming that the annual quotas arc not greater for 
new machine than for the old one. The same considerations hold true 
also for the transfer of an already existing plant from a place in sc hich 
conditions of production are less favorable to a location offering 

more favorable conditions. . . . . . „ A .c 

Technological backwardness and economic inferiority arc tuo dif- 
ferent things and must not be confused. It can happen that a produc¬ 
tion aggregate which from a merely technological point of 
appeal outclassed is in a position to compete successfully with 
aggregates better equipped or located at more favorable s es Thc 
degree of the superiority provided by the technologically more 
efficient equipment or by the more propitious location as <»m|»red 
with the surplus expenditure required for the transforn.aundec.dc 
the issue. This relation depends on the convertibility of the capital 

g0 Th S e C d"st'nct C ion between technological perfection and economic 
expediency is not, as romantic engineers would hate us belie: , 

feature of capitalism. It is true that only economic calculat onas 
possible solely in a market economy gives the opportunity to estabh h 
all the computations required for the cognition of the relc^n fac£ 
A socialist management would not be in a position to ascertain the 

iKffiKT-s-i-i "»»>»•**• >• z 

whether or not what it plans and puts into operation « 'he most^ 

of w’antt’deemedless'urgent ifffiTwould prevent the 
more urgent wants. It would not hurry to scrap sti uipr 
tion facilities if the investment required would mpair P 

of the production of more urgently needed goods 

If one takes the problem of convertibility into prop« f account, 

one can easily capioSc m any 

the infant industries argument ad\ ancc . S • or j cr to 

supporters assert that temporary natura) conditions 

develop processing industries in place favorable 

for their operation are more favorable or, at least, no less favorable 
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than in the areas in which the older established competitors are located. 
These older industries have acquired an advantage by their early 
start. They arc now fostered by a merely historical, accidental, and 
manifestly “irrational” factor. This advantage prevents the establish¬ 
ment of competing plants in areas the conditions of which give 
promise of becoming able to produce more cheaply than, or at 
least as cheaply as, the old ones. It may be admitted that protection 
for infant industries is temporarily expensive. But the sacrifices made 
will be more than repaid by the gains to be reaped later. 

The truth is that the establishment of an infant industry is ad¬ 
vantageous from the economic point of view only if the superiority 
of the new location is so momentous that it outweighs the disad¬ 
vantages resulting from the abandonment of nonconvertible and non- 
transferable capital goods invested in the older established plants. If 
this is the case, the new plants will be able to compete successfully 
with the old ones without any aid given by the government. If it 
is not the case, the protection granted to them is wasteful, even if 
ir is only temporary and enables the new industry to hold its own at a 
later period. The tariff amounts virtually to a subsidy which the con¬ 
sumers arc forced to pay as a compensation for the employment of 
scarce factors of production for the replacement of still utilizablc 
capital goods to be scrapped and the withholding of these scarce 
factors from other employments in which they could render services 
valued higher by the consumers. The consumers arc deprived of the 
opportunity to satisfy certain wants because the capital goods re¬ 
quired arc directed toward the production of goods which were al¬ 
ready available for them in the absence of tariffs. 

There prevails a universal tendency for all industries to move to 
those locations in which the potentialities for production arc most 
propitious. In the unhampered market economy this tendency is 
slowed down as much as due consideration to the inconvertibility 
of scarce capital goods requires. This historical clement does not 
give a permanent superiority to the old industries. It only prevents 
the waste originating from investments which bring about unused 
capacity of still utilizablc production facilities on the one hand and 
a restriction of capital goods available for the satisfaction of un¬ 
satisfied wants on the other hand. In the absence of tariffs the migra¬ 
tion of industries is postponed until the capital goods invested in the 
old plants arc worn out or become obsolete bv technological im¬ 
provements which are so momentous as to necessitate their replace¬ 
ment by new equipment. The industrial history of the United States 
provides numerous examples of the shifting, within the boundaries 
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of the country, of centers of industrial production which was not 
fostered by any protective measures on the part of the authorities. 
The infant industries argument is no less spurious than all the other 
arguments advanced in favor of protection. 

Another popular fallacy refers to the alleged suppression of useful 
patents. A patent is a legal monopoly granted for a limited number 
of years to the inventor of a new contrivance. At this point «c arc 
not concerned with the question whether or not it is a good policy o 
grant such exclusive privileges to inventors. W c have to deal on > 
with the assertion that -big business" misuses the patent system to 
withhold from the public benefits it could derive from technological 

'"Tn granting a patent to an inventor the authorities do not investigate 
the invention's economic significance. They arc concerned merel> 
with the priority of the idea and limit their examination to technologi¬ 
cal problems. They deal with the same impartial scrupulousness « .th 
an invention which revolutionizes a whole industry and with some 
trifling gadget, the uselessness of which is obvious. 1 hus patent pro¬ 
tection is provided to a vast number of quite worthless inventions. 
Their authors arc ready to overrate the importance of their contri¬ 
bution to the progress"of technological knowledge and build exag¬ 
gerated hopes upon the material gain it could bring them. Disap¬ 
pointed, they grumble about the absurdity of an economic sys¬ 
tem that deprives the people of the benefit of technological prog- 
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The conditions under which it is economical to substitute nes 
improved equipment for still utili/able older tools have been F>Jit • 
out above. If these conditions arc absent, it does not pax . u 
private enterprise in a market economy or for the soc.a^ « n ana^ 
ment of a totalitarian system, to adopt the new ( technology p *«• 
immediately. The new machinery to be produced fo I 1 . 11 ' 

the expansion of already existing plants and the " P fccmcnt of d 
equipment torn out will be effected according to the nc x des, m 
But the still utilizablc equipment will nmbe scrapped. 1 he next 
css will be adopted only step by step. The plants equipped xxuh the 
Jdd vices aTfor some tinfc still in a position to ^ 

tion of those equipped with the new ones 1 hose “ 

correctness of this statement should ask the.nseh es u hethe the 
always throw away their vacuum cleaners or radio sets as soon as 

better models arc offered for sale. tUr new 

It does not make any difference in this regard whether the new 

14. Cf. above, pp. 381-383, and below, pp. 676-677- 
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invention is or is not protected by a patent. A firm that has acquired 
a license has already expended money for the new invention. If it 
nonetheless docs not adopt the new method, the reason is that its 
adoption does not pay. It is of no avail that the government-created 
monopoly which the patent provides prevents competitors from 
applying it. What counts alone is the degree of superiority secured 
by the new invention as against old methods. Superiority means re¬ 
duction in the cost of production per unit or such an improvement 
in the quality of the product that buyers are ready to pay adequately 
higher prices. The absence of a sufficient degree of superiority to 
make the cost of transformation profitable is proof of the fact that 
consumers arc more intent upon acquiring other goods than upon en¬ 
joying the benefits of the new invention. It is the consumers with 
whom the ultimate decision rests. 


Superficial observers sometimes fail to see these facts because they 
arc deluded by the practice of many big enterprises of acquiring the 
rights granted by a patent in their field regardless of its usefulness. 
This practice stems from various considerations: 

i. The economic significance of the innovation is not yet recog¬ 
nizable. 


2. 1 he innovation is obviously useless. But the firm believes that it 
could develop it in such a way as to make it useful. 

3. I he immediate application of the innovation docs not pay. But 
the firm intends to apply it later when replacing its worn-out equip¬ 
ment. 


4. 1 he firm wants to encourage the inventor to continue his re¬ 
search in spire of the fact that up to now his endeavors have not re¬ 
sulted in a practically utili/ablc innovation. 

v I lie firm wants to placate litigious inventors in order to spare 
the money, time, and nervous strain which frivolous infringement 
suits bring about. 

6. The firm resorts to hardly disguised bribery or yields to veiled 
blackmail when paying for quite useless patents to officers, engineers, 
or other influential personnel of firms or institutions which are its 
customers or potential customers. 

If an invention is so superior to the old processes that it makes the 
old equipment obsolete and peremptorily demands its immediate re¬ 
placement bv new machines, the transformation will be effected no 
matter whether the privilege conferred by the patent is in the hands 
of the owners of the old equipment or of an independent firm. The 
assertions to the contrary arc based on the assumption that not only 
the inventor and his attorneys but also all people already active in 


Action in the Passing of Time 


5°9 


the field of production concerned or prepared to enter into it if an 
opportunity is offered to them fail entirely to grasp thc-nportancc 
of the invention. The inventor sells his rights to the old Ann for a 
trifle because no one else wants to acquire them. And th . Id m. . 
also too dull to see the advantages that it could derive from ap 

^Now” k u'true^tha"’ a technological improvement cannot be 
adopted if people are blind to its usefulness. Under a soc'ahst manage- 
ment the incompetence or stubborness of the officers in char e ot 
the department concerned would be enough to prevent the a, opt. 
of a more economical method of production. 1 he same is the case 
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The limited convertibility of capital goods plays an important 
role in human geography. The present distribution of human abodes 
and industrial centers over the earth’s surface is to a certain degree 
determined by historical factors. The fact that definite sites were 
chosen in a distant past is still operative. There prevails, it is true, a 
universal tendency for people to move to those areas which offer the 
most propitious potentialities for production. However, this tendency 
is restrained not only by institutional factors, such as migration 
barriers. A historical factor also plays a momentous role. Capital goods 
of limited convertibility have been invested in areas which, from the 
point of view of our present knowledge, offer less favorable op¬ 
portunities. Their immobilization counteracts the tendency to locate 
plants, farms, and dwelling places according to the state of our 
contemporary information about geography, geology, plant and 
animal physiology, climatology, and other branches of science. 
Against the advantages of moving toward sites offering better physical 
opportunities one must weigh the disadvantages of leaving unused 
capital goods of limited convertibility and transferability. 

I bus the degree of convertibility of the supply of capital goods 
available affects all decisions concerning production and consumption. 

I he smaller the degree of convertibility, the more realization of 
technological improvement is delayed. Vet it would be absurd to 
refer to this retarding effect as irrational and antiprogressive. To 
consider, in planning action, all the advantages and disadvantages 
expected and to weigh them against one another is a manifestation of 
rationality. Not the soberly calculating businessman, but the romantic 
technocrat is to blame for a delusive incomprehension of reality. 
What slows down technological improvement is not the imperfect 
convertibility of capital goods, but their scarcity. Wc arc not rich 
enough to renounce the services w hich still utilizablc capital goods 
could provide. The fact that a supply of capital goods is available 
does not check progress; it is, on the contrary, the indispensable 
condition of any improvement and progress. The heritage of the past 
embodied in our supply of capital goods is our w ealth and the fore- 
most means of further advancement in well-being. It is true, we 
would be still better off if our ancestors and we ourselves in our 
past actions had succeeded in better anticipating the conditions under 
w hich w e must act today. 1 he cognizance of this fact explains many 
phenomena of our time. But it does not cast any blame upon the 
past nor does it show any imperfection inherent in the market econ¬ 
omy. 

# 
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1 . Accumulation, Maintenance and Consumption 

of Capital 

Capital goods are intermediary products which in the further 
course of production activities are transformed -to consumers 
goods All capital goods, including those not called perishable, perish 

It is nowhere but in the minds of planning men It is ^ elcn,c " n 
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cept of capital. It has brought about a mythology of capital. 18 An 
existence has been attributed to “capital,” independent of the capital 
goods in which it is embodied. Capital, it is said, reproduces itself and 
thus provides for its own maintenance. Capital, says the Marxian, 
hatches out profit. All this is nonsense. 

Capital is a praxeological concept. If we were to resort to the 
terminology of traditional philosophy, which is characterized by 
neglect of all praxeological issues, we could call it a voluntaristic 
concept. It is a product of reasoning, and its place is in the human 
mind. It is a mode of looking at the problems of acting, a method of 
appraising them from the point of view of a definite plan. It deter¬ 
mines the course of human action and is, in this sense only, a real 
factor. It is inescapably linked with capitalism, the market economy. 

It is a mere shadow in economic systems in which there is no market 

* 

exchange and no money prices of goods of all orders. 

The capital concept is operative as far as men in their actions let 
themselves be guided by capital accounting. If the entrepreneur has 
employed factors of production in cuch a way that the money equiv¬ 
alent of the products at least equals the money equivalent of the 
factors expended, he is in a position to replace the capital goods ex¬ 
pended by new capital goods the money equivalent of which equals 
the money equivalent of those expended. But the employment of the 
gross proceeds, their allotment to the maintenance of capital, con¬ 
sumption, and the accumulation of new capital is always the outcome 
of purposive action on the part of the entrepreneurs and capitalists. 
It is not "automatic”; it is by necessity the result of deliberate action. 
And it can be frustrated if the computation on which it is based was 
vitiated by negligence, error, or mis judgment of future conditions. 

Additional capital can be accumulated only by saving, i.c., a surplus 

of production over consumption. Saving may consist in a restriction 

of consumption. But it can also be brought about, without a further 

restriction in consumption and without a change in the input of capital 

goods, by an increase in net production. Such an increase can appear 

in different ways: 

• 

i. Natural conditions have become more propitious. Harvests are 
more plentiful. People have access to more fertile soil and have dis¬ 
covered mines yielding higher returns per unit of input. Cataclysms 
and catastrophes which in repeated occurrence frustrated human 
effort have become less frequent. Epidemics and cattle plagues have 
subsided. 

■ 5 . Cf. Hayck. “The .Mythology o. Capital" The Q„ar,c,h hum.,I of 
hconomtcs, L (iq?6), * 2 $ fF. ' 1 
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seller of capital goods consumes the proceeds while the buyer pays 
the price out of a nonconsumed—saved—surplus of net proceeds 
over consumption. 

Capital consumption and the physical extinction of capital goods 
arc two dilTcrent things. All capital goods sooner or later enter into 
final products and cease to exist through use, consumption, wear 
and tear. What can be preserved by an appropriate arrangement of 
consumption is only the value of a capital fund, never the concrete 
capital goods. It may sometimes happen that acts of God or man¬ 
made destruction result in so great an extinction of capital goods that 
no possible restriction of consumption can bring about in a short time 
a replenishment of the capital funds to its previous level. But what 
brings about such a depletion is always the fact that the net proceeds 
of current production devoted to the maintenance of capital are not 
sufficiently large. 

S. The .Mobility of the Investor 

I he limited convertibility of the capital goods docs not immovably 
bind their owner. I he investor is free to alter the investment of his 


funds. It he is able t«» anticipate the future state of the market more 
correetW than other people, he can succeed in choosing only invest¬ 
ments whose price will rise and in avoiding investments whose price 
will drop. 

I ntrepreneurial profit and loss emanate from the dedication of 
factors of production to definite projects. Stock exchange specula¬ 
tion and analogous transactions outside the securities market deter¬ 
mine on whom the incidence of these profits and losses shall fall. 
A tendency prevails to make a sharp distinction between such purely 
speculative ventures and genuinely sound investment. The distinc¬ 
tion is one of degree only. I here is no such thing as a nonspcculative 
investment. In a changing economy action always involves specula¬ 
tion. Investments may be good or bad, but they arc always speculative. 
A radical change in conditions may render bad even investments 
commonly considered perfectly safe. 


Stock speculation cannot undo past action and cannot change any¬ 
thing with regard to the limited convertibility of capital goods al¬ 
ready in existence. What it can do is prevent additional investment in 


branches and enterprises in w hich, according to the opinion of the 
speculators, ir would be misplaced. It points the specific way for 
a tendency, prevailing in the market economy, to expand profitable 
production ventures and to restrict the unprofitable. In this sense the 
stock exchange becomes simply “the market ” the focal point of the 
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Capital flight into a foreign country presupposes the propensity 
of foreigners to exchange their investments abroad against those in 
the country from which capital flees. A British capitalist cannot flee 
from his British investments if no foreigner buys them. It follows that 
capital flight can never result in the much talked about deterioration 
of the balance of payments. Neither can it make foreign exchange 
rates rise. If many capitalists—whether British or foreign—want to 
get rid of British securities, a drop in their prices will ensue. But it 
will not affect the exchange ratio betw een the sterling and foreign 
currencies. 

The same is valid w ith regard to capital invested in ready cash. 
The owner of French francs who anticipates the consequences of 
the French Government’s inflationary policy can either flee into 
“real goods” bv the purchase of goods or into foreign exchange. 
But he must find people who are ready to take francs in exchange. 

I Ic can flee only as long as there are still people left who appraise 
the future of the franc more optimistically than he himself does. 
What makes commodity prices and foreign exchange rates rise is 
not the conduct of those ready to give away francs, but the conduct 
of those refusing to take them except at a low rate of exchange. 

Governments pretend that in resorting to foreign exchange re¬ 
st ricrions to prevent capital flight they arc motivated by considera¬ 
tion of the nation’s vital interests. What they really bring about is 
contrary to the material interests of many citizens without any 
benefit to any citizen or to the phantom of the Volkswirtschaft. If 
there is inflation going on in France, it is certainly not to the advan¬ 
tage cither of the nation as a whole or of any citizen that all the 
disastrous consequences should affect Frenchmen only. If some 
Frenchmen w ere to unload the burden of these losses on foreigners 
by selling them French banknotes or bonds redeemable in such 
banknotes, a part of these losses would fall upon foreigners. The 
manifest outcome of the prevention of such transactions is to make 
some Frenchmen poorer without making any Frenchmen richer. 
From the nationalist point of view this hardly seems desirable. 

Popular opinion finds something objectionable in every possible 
aspect of stock marker transactions. If prices arc rising, the specula¬ 
tors arc denounced as profiteers who appropriate to themselves what 
by rights belongs to other people. If prices drop, the speculators arc 
denounced for squandering the nation’s wealth. The profits of the 
speculators arc vilified as robbery and theft at the expense of the 
rest of the nation. It is insinuated that they are the cause of the 
public s poverty. It is customary to draw a distinction between 
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this dishonest bounty of the jobbers and the profits of the manu- 
acturer who does not merely gamble but supplies the consumers. 
Fven financial writers fail to realize that stock exchange transactions 
produce neither profits nor losses, but are only the « 

of nrofits and losses arising in trading and manufacturing. 1 hcsc 
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9 . Money and Capital; Saving and Investment 
Capital is computed in terms of money and represents in such ac- 

Ca Tho 0 s l e d who have seen in this fact something puzzling and contra- 
diclorv hive been misled by a misconstruction of monetary calcula- 
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If one tries to ascertain a magnitude called the volksn'irtscbaftliche 
capital or the social capital as distinct both from the acquisitive capital 
of various individuals and from the meaningless concept of the sum 
of the various individual's acquisitive capital funds, then, qf course, 
one is troubled bv a spurious problem. What is the role of money, 
one asks, in such a concept of social capital? One discovers a momen¬ 
tous difference between capital as seen from the individual's point of 
view anti as seen from the standpoint of society. However, this 
whole reasoning is utterly fallacious. It is obviously contradictory to 
eliminate reference to money from the computation of a.magnitude 
which cannot be computed otherwise than in terms of money. It is 
nonsensical to resort to monetary calculation in an attempt to ascertain 
a magnitude w hich is meaningless in an economic system in which 
there cannot be any money and no money prices for factors of 
production. As soon as our reasoning passes beyond the frame of a 
marker society, it must renounce every reference to money and 
money prices. I he concept of social capital can only be thought of 
as a collection of various goods. It is impossible to compare two 
collections of this t\pe otherw ise than by declaring that one of them 

is more serviceable in removing the uneasiness felt bv the w hole of 

^ • 

society than the other ( Whether or not such a comprehensive judg¬ 
ment can be pronounced by any mortal man is another question.) 
No monetary expression can be applied to such collections. Mone¬ 
tary terms are void of any meaning in dealing w ith the capital prob¬ 
lems of a social system in w hich there is no market for factors of 
production. 

In recent years economists have paid special attention to the role 
cash holding plays in the process of saving and capital accumulation. 
.Many fallacious conclusions have been advanced about this role. 

If an individual employs a sum of money not for consumption but 
for the purchase of factors of production, saving is directly turned 
into capita! accumulation. If the individual saver employs his addi¬ 
tional savings for increasing his cash holding because this is in his 
eyes the most advantageous mode of using them, he brings about a 
tendency toward a fall in commodity prices and a rise in Hie mone¬ 
tary unit's purchasing power. If we assume that the supply of money 
in the marker system docs not change, this conduct on the part of the 
saver will not directly influence the accumulation of capital and its 
employment for an expansion of production. 1 * The effect of our 
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of wealth the increase of which causes shrinkage in that part of 
wealth that is devoted to production is correct only to the extent that 
the rise in the monetary unit’s purchasing power results in the em¬ 
ployment of additional factors of production for the mining of gold 
and in the transfer of gold from industrial to monetary employment. 
But this is brought about by the striving after increased cash holdings 
and not by saving. Saving, in the market economy, is possible only 
through abstention from the consumption of a part of income. The 
individual saver’s employment of his savings for hoarding influences 
the determination of money’s purchasing power, and may thus reduce 
the nominal amount of capital, i.e., its money equivalent; it does not 
render any part of the accumulated capital sterile. 



XIX. THE RATE OF INTEREST 


I 


i The Phenomenon of Interest 
to ten shown rite rim. pmf««~« is . «W j" 

— 

“ ESETJC* — on cspi ? h Mb no. 

income derived from the utilization of capital goods. 1 he corre 
^ncJ tew..,, rite, tarite »f pr.dn.rite-Ute. >£ 

land—and three classes of income-wages, profit, and rent*’ 
hy the classical economists is untenable. Rent is no P 

revenue from land. Rent is a general catallact.c phenomenon; it pla>s 
in the yield of labor and capital goods the same role it pin * " he 

factors Cooperating in their production. As the consumers goods arc 
i u.Kilp rhe factors of production are means for the pro 
diuftlon^f'^iturCgoods/and 'as present goods are valued higher than 
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even in the imaginary construction of the evenly rotating economy, 
falls behind the present price of the consumers goods concerned. 
This difference is the originary interest. It is not specifically con¬ 
nected with any of the three classes of factors of production which 
the classical economists distinguished. Entrepreneurial profit and loss 
are produced by changes in the data and the resulting pi.ee eh. g 
which occur in the passing of the period of production 
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He w ho has a title to appropriate for himself this recurring wealth 
enjoys a steady income. Like a stream which continually carries new 
w ater, the “stream of income" flows continually and conveys again 
and again new wealth. The whole process is plainly a natural phenom¬ 
enon. But for the economist a problem is presented in the determina¬ 
tion of prices for land, cattle, and all the rest. If future goods were 
not bought and sold at a discount as against present goods, the buyer 
of land would have to pay a price which equals the sum of all future 
net revenues and which would leave nothing for a current reiterated 
income. 


The yearly recurring proceeds of the ow ners of land and cattle 
are not marked bv any characteristic which would catallacticallv dis- 

• 9 9 

tinguish them from the proceeds stemming from produced factors of 
production which arc used up sooner or later in the processes of pro¬ 
duction. The power of disposal over a piece of land is the control of 
this field's cooperation in the production of all the fruit which can 
ever be grow n on it, and the power of disposal over a mine is the 
control of its cooperation in the extraction of all the minerals which 
can ever be brought to the surface from it. In the same way the own¬ 
ership of a machine or a bale of cotton is the control of its cooperation 
in the manufacture of all goods which are produced with its coopera¬ 
tion. I he fundamental fallacy implied in all the productivity and use 
approaches to the problem of interest w as that they traced back the 
phenomenon of interest t«• these productive serv ices rendered by the 
factors of production. 1 lowevcr. the scrviccablcncss of the factors of 
production determines the prices paid for them, not interest. These 
prices i\h.uist the whole difference between the productivity of a 
process a;dcd b\ a definite factor's cooperation and that of a process 
lacking this cooperation. I he difference between the sum of the 


prices of * he complementary factors of production and the products 
which emerges even in the absence of changes in the market data 
concerned, is an outcome of the higher valuation of present goods as 
compared with future goods. As production goes on, the factors of 
production are transformed or ripen into present goods of a higher 
value. I his increment is the source of specific proceeds flowing into 
the hands of the ow ners of the factors of production, of originary 


interest. 


I he owners of the material factors of production—as distinct from 
the pure entrepreneurs of the imaginary construction of an integra¬ 
tion of catallactic functions—harvest two catallacticallv different 
items: the prices paid for the productive cooperation of the factors 
they control on the one hand and interest on the other hand. These 
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interplay of the demand for and the supply of capital or capital 
goods. Its height does not depend on the extent of this demand and 
supply. It is rather the rate of originary interest that determines both 
the demand for and the supply of capital and capital goods. It de¬ 
termines how much of the available supply of goods is to be devoted 
to consumption in the immediate future and how much to provision 
for remoter periods of the future. 

People do not save and accumulate capital because there is interest. 
Interest is neither the impetus to saving nor the reward or the com¬ 
pensation granted for abstaining from immediate consumption. It 
is the ratio in the mutual valuation of present goods as against future 
goods. 

The loan market docs not determine the rate of interest. It adjusts 
the rate of interest on loans to the rate of originary interest as mani¬ 
fested in the discount of future goods. 

Originary interest is a category of human action. It is operative in 
any valuation of external things and can never disappear. If one day 
the state of affairs were to return which was actual at the close of the 
first millennium of the Christian era when people believed that the 
ultimate end of all earthly things was impending, men would stop 
providing for future secular wants. The factors of production would 
in their eyes become useless and worthless. The discount of future 
goods as against present goods would not vanish. It would, on the 
contrary, increase beyond all measure. On the other hand, the fading 
away of originary interest would mean that people do not care at all 
for want-satisfaction in nearer periods of the future. It would mean 
thar they prefer to an apple available today, tomorrow, in one year 
or in ten years, two apples available in a thousand or ten thousand 
years. 

\\ c cannot even think of a world in which originary interest would 
nor exist as an inexorable element in every kind of action. Whether 
there is or is not division of labor and social cooperation and whether 
society is organized on the basis of private or of public control of 
the means of production, originary interest is always present. In a 
socialist commonwealth its role would not differ from that in the 
market economy. 

Bohm-Bawcrk has once for all unmasked the fallacies of the naive 
productivity explanations of interest, i.c., of the idea that interest is 
the expression of the physical productivity of factors of production. 
However, Bohm-Bawcrk has himself based his own theory to some 
extent on the productivity approach. In referring in his explanation 
to the technological superiority of more time-consuming, roundabout 
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processes of production, he avoids the crudity of the naive produc- 
nvitv^fallacies! But in fact he returns, although m a subtler form, 
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technological improvement which it suggests. However, if there is 
scarcity, there must always be an unused technological opportunity 
to improve the state of well-being by a lengthening of the period 
of production in some branches of industry, regardless of whether or 
not the state of technological knowledge has changed. If the means 
arc scarce, if the praxeological correlation of ends and means still 
exists, there arc bv logical necessity unsatisfied wants with regard 
both to nearer and to remoter periods of the future. There are always 
goods the procurement of which we must forego because the wav that 
leads to their production is too long and would prevent us from 
satisfying more urgent needs. 1 he fact that we do not provide more 
amply for the future is the outcome of a weighing of satisfaction 
in nearer periods of the future against satisfaction in remoter periods 
of the future, l hc ratio which is the outcome of this valuation is 


originate interest. 

In such a world of perfect technological knowledge a promoter 
drafts a plan .1 according to which a hotel in picturesque, but not 
easily accessible, mountain districts and the roads leading to it should 
be built. In examining the practicability of this plan he discovers that 
the means available are not sufficient for its execution. Calculating 
the prospects of the profitability of the investment, he comes to the 
conclusion that the expected proceeds are not great enough to 
oner the costs of materia! anil labor to be expended and interest 
on the capital t" '»e invested. I le renounces the execution of project 
A '“d eiitb.uk instead upon the realization of another plan, B. Ac- 
cording «• plan /»’ flu hotel i to be erected in a more easily accessible 

e; .11 the advantages of the picturesque 
I.im.!m ape uhuh pi.11 1 had selected, but in which it can be built 

:th lower costs «*1 construction nr finished in a shorter time, 
b n* insert t he capital invested were to enter into the calcula¬ 
tion. tin ! .«. i. n „ old arise that the state of the market data—supply 
<»« capital ... ds V.! the valuations of the public—allows for the 
execution of plan .1 1 low ever, the realization of plan .*/ would with¬ 
draw scarce factors production from employments in which they 
could satisfy \\ Hits considered more urgent bv the consumers. It 
would mean a manifest maiim estment. a* squandering of the means 
available. 


A lengthening <>l the period of production can increase the quan¬ 
tity of output per unit of input or produce goods w hich cannot be 
produced at all within a shorter period of production. But it is not 
true that the imputation of the value of this additional wealth to the 
capital goods required for the lengthening of the period of produc- 
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tion generates interest. If one were to assume ^.s one wouW rebpse 
into the crassest errors of the productivity approach, irrefutable 
ploded bv Bohm-Bawerk. The contribution of the co "’P ler ""‘ t V> 
factors of production to the result of the process is the reason for 
their being considered as valuable; it explains the prices paid for 
them and Is fully taken into account in the determination of thc.c 
prices. No residuum is left that is not accounted for and could explain 

‘Thas been asserted that in the imaginary construction of the 

isafsiglisi 

fstatic 1 economy, economists disregard the process of capital ac 

good, ore given 

maintenance of capita - It « J jdca fhat thcrc is n „ interest. 

“S”“ o neS Z dCllin ,hi, reining. upon pbta ,,viog. The 

tion of the evenly rotating economy is that the future does not differ 

,. Cf. J. Schumpeter, The T„'ory of Economic Develops', -ns. by R- 
Opic (Cambridge, 1934 ). PP- 34"4 6 * 54* 
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at all from the present, that the actors are fully aware of this fact 
and act accordingly. Hence, in the frame of this construction, no 
room is left for the phenomenon of plain saving. 

• It is different with the fruit of capitalist saving, the accumulated 
stock of capital goods. There is in the evenly rotating economy 
neither saving and accumulation of additional capital goods nor eat¬ 
ing up of already existing capital goods. Both phenomena would 
amount to a change in the data and would thus disturb the even 
rotation of the imaginary system. Now, the magnitude of saving 
and capital accumulation in the past—i.c., in the period preceding 
the establishment of the evenly rotating economy—was adjusted to 
the height of the rate of interest. If—with the establishment of the 
conditions of the evenly rotating economy—the owners of the 
capital goods were no longer to receive any interest, the conditions 
which were operative in the allocation of the available stocks of 
goods to the satisfaction of wants in the various periods of the future 
would be upscr. The altered state of affairs requires a new allocation. 
Also in the evenly rotating economy the difference in the valuation 
of want-satisfaction in various periods of the future cannot disappear. 
Also in the frame of this imaginary construction, people will assign 
a higher value to an apple available today as against an apple available 
in ten or a hundred years. If the capitalist no longer receives interest, 
the balance between satisfaction in nearer and remoter periods of 
the future is disarranged. The fact that a capitalist has maintained 
his capital at just 100,000 dollars was conditioned by the fact that 
100,000 present dollars were equal to 105.000 dollars available twelve 
months later. These 5.000 dollars were in his eyes sufficient to out¬ 
weigh the advantages to be expected from an instantaneous con¬ 
sumption of a part of this sum. If interest payments arc eliminated, 
capital consumption ensues. 

I his is the essential deficiency of the static system as Schumpeter 
depicts ir. It is not sufficient to assume that the capital equipment of 
such a system has been accumulated in the past, that it is now avail¬ 
able to the extent of this previous accumulation and is henceforth 
unalterably maintained at this level. We must also assign in the frame 
ot this imaginary system a role to the operation of forces which bring 
about such a maintenance. If one eliminates the capitalist's role as 
receiver of interest, one replaces it by the capitalist's role as consumer 
of capital. There is no longer any reason why the owner of capital 
goods should abstain from employing them for consumption. Under 
the assumptions implied in the imaginary construction of static condi¬ 
tions (the evenly rotating economy) there is no need to keep them 
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in reserve for rainy days. But even if. inconsistently enough. xxc 
were to assume that a part of them is devoted to this purpose and 
therefore withheld from current consumption, at least that pan o 
capital will be consumed which corresponds to the amount that 

capitalist saving exceeds plain saving. 1 ,, , 

If there were no originary interest, capital goods xx™ J ' C 
devoted to immediate consumption and capital would not be con¬ 
sumed. On the contrary, under such an unthinkable and n.n ag - 
nablc state of affairs there would be no consumption at all. but onK 
saving, accumulation of capital, and investment Not the imposs ble 
disappearance of originarv interest, but the abolition of pax ment ot 
interest to the owners of capital, would result ,n capital consumption 
The capitalists xxould consume their capital goods and their capital 
precisely because there is originary interest and present want-satis¬ 
faction is preferred to later satisfaction. . . 

Therefore there cannot be any question of abohshmg interest b> 
any institutions, laws, and devices of bank manipulation. He x ho 
xx ants to ‘abolish" interest will have to induce people to xaluc 
an apple available in a hundred years no less than a P rc * ent . W' C f 
What can be abolished by laws and decrees is merely the right of 
the capitalists to receive interest. But such laxxs xxould bring about 
capital consumption and would very soon throw mankind back 
into the original state of natural poverty. 

The Height of Interest Rates 

In plain saving and in the capitalist saving of isolated economic 
actors*the difference in the valuation of want satisfaction in x-anous 
periods of the future manifests itself in the extent to which people 
provide in a more ample way for nearer than for remoter periods 
the future. Under the conditions of a market economy the rate of 
originarv interest is. provided the assumptions mvolvcd m the imagi¬ 
nary construction of the evenly rotating economy are present cq I 
to the ratio of a definite amount of money available todax and tl c 
amount available at a later date which is considered as its equivalent. 

The rate of originary interest directs the investment activities of 
the entrepreneurs. It determines the length of waiting time and of 
period of production in every branch of industry. 

People often raise the question of which rate of interest, a high or 
a “low." stimulates saving and capital accumulation more and which 
4. Cf. Robbins. -On a Certain Ambiguity in the Conception of Stationary 
Equilibrium ” The Economic Journal, XL 2,1 "• 
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less. The question makes no sense. The lower the discount attached 
to future goods is, the lower is the rate of originary interest. People 
do not save more because the rate of originary interest rises, and the 
rate of originary interest does not drop on account of an increase in 
the amount of saving. Changes in the originary rates of interest and 
in the amount of saving are—other things, especially the institutional 
conditions, being equal—two aspects of the same phenomenon. The 
disappearance of originary interest would be tantamount to the dis¬ 
appearance of consumption. The increase of originary interest be¬ 
yond all measure would be tantamount to the disappearance of 
saving and any provision for the future. 

The quantity of the available supply of capital goods influences 
neither the rate of originary interest nor the amount of further saving. 
Even the most plentiful supply of capital need not necessarily bring 
about either a lowering of the rate of originary interest or a drop in 
the propensity to save. The increase in capital accumulation and the 
per capita quota of capital invested which is a characteristic mark of 
economically advanced nations docs not necessarily either lower the 

* 0 

rate of originary interest or weaken the propensity of individuals to 
make additional savings. People arc, in dealing with these problems, 
for the most part misled by comparing merely the market rates of 
interest as they arc determined on the loan market. However, these 
gross rates arc not merely expressive of the height of originarv inter¬ 
est. They contain, as will be shown later, other elements besides, the 
effect of which accounts for the fact that the gross rates arc as a rule 
higher in poorer countries than in richer ones. 

It is generally asserted that, other things being equal, the better 
individuals arc supplied for the immediate future, the better they 
provide for wants for the remoter future. Consequently, it is said, 
the amount of total saving and capital accumulation within an eco¬ 
nomic system depends on the arrangement of the population into 
groups of different income levels. In a society with approximate in¬ 
come equality there is, it is said, less saving than in a society in which 
there is more inequality. There is a grain of truth in such observa¬ 
tions. However, they arc statements about psychological facts and 
as such lack the universal validity and necessity inherent in prax- 
cological statements. Moreover, the other things the equality of which 
they presuppose comprehend the various individuals’ valuations, their 
subjective value judgments in weighing the pros and cons of imme¬ 
diate consumption and of postponement of consumption. There are 
certainly many individuals whose behavior they describe correctly, 
but there also arc other individuals who act in a different way. The 
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French peasants, although for the most part 

wealth and income, were in the nineteenth century widely knoyyn 
for their parsimonious habits, while the yvealthy members of the 
aristocracy and the heirs of huge fortunes amassed in commerce 
and industry were no less renowned for their profligacy ■ 

It is therefore impossible to formulate any praxco ogical theorem 
rZSn of the amount of capital available m the whole 

* n n the other hand. The allocation of scarce resources to 

the individuality of the acting man. 

4. Originary Interest in the Changing Economy 

So far we have dealt with the problem of originary interest under 
bo tar \\c nave turnover of coods is effected by the 

certain assumptions: that the turnoteit g aceumu | a tion. 

omnlAvmcnt of neutral money, tnat sa\in^,, 

and P he determination of interest rates are not hampered by instit - 

S5S3SSS5SS5S£ 

period of , ! higher than previously, some 

lower!' These source from whJ entrepreneurial 

profits and losses stem. Only those entrepreneurs who in their plannu g 
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have correctly anticipated the future state of the market are in a 
position to reap, in selling the products, an excess over the costs of 
production (inclusive of net originary interest) expended. An entre¬ 
preneur who has failed in his speculative understanding of the future 
can sell his products, if at all, only at prices which do not cover com¬ 
pletely his expenditures plus originary interest on the capital invested. 

Like entrepreneurial profit and loss, interest is not a price, but a 
magnitude which is to be disengaged by a particular mode of com¬ 
putation from the price of the products of successful business opera¬ 
tions. The gross difference between the price at which a commodity 
is sold and the costs expended in its production (exclusive of interest 
on the capital invested) was called profit in the terminology of 
British classical economics. 1 Modern economics conceives this magni¬ 
tude as a complex of catallactically disparate items. The excess of 
gross receipts over expenditures which the classical economists called 
profit includes the price for the entrepreneur's own labor employed 
in the process of production, interest on the capital invested, and 
finally entrepreneurial profit proper. If such an excess has not been 
reaped at all in the sale of the products, the entrepreneur not only fails 
to get profit proper, he receives neither an equivalent for the market 
value of the labor he has contributed nor interest on the capital in¬ 
vested. 


1 he breaking down of gross profit (in the classical sense of the 
term) into managerial wages, interest, and entrepreneurial profit is 
not merely a device of economic theory. It developed, with progress¬ 
ing perfection in business practices of accountancy and calculation, 
in the field of commercial routine independently of the reasoning 
of the economists. The judicious and sensible businessman does not 
attach practical significance to the confused and garbled concept of 
profit as employed by the classical economists. His notion of costs of 
production includes the potential market price of his own services 
contributed, the interest paid on capital borrowed, and the potential 
interest he could earn, according to the conditions of the market, on 
his own capital invested in the enterprise by lending it to other-people. 
Only the excess of proceeds over the costs so calculated is in his 
eyes entrepreneurial profit. 0 

The precipitation of entrepreneurial wages from the complex of all 


s. Cf. R. Whately. Element, of Logic ( 9 th ed. London. ,848). pp . ,54 ff, ; E. 
Lannan A H,story of the Theories ol 1 ‘roduction and Distribution in English 
Eolmcal Economy from m 6 ,0 tS^S (,d cd. London. ,924). pp . ,80 tf. 

6 . But. of course, the present-day intentional confusion of all economic con¬ 
cents is conducive to obscuring this distinction. Thus, in the United States, in 
dealing with the dividends P aid by colorations p eo P le speak of “profits.” 
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the other items included in the profit concept of classical economics 
presents no particular problem. It is more difficult to sunder entre¬ 
preneurial profit from originary interest. In the changing economy 
interest stipulated in loan contracts is always a gross magnitude out 
of which the pure rate of originary interest must be computed b\ a 
particular process of computation and analytical repartition. It has 
been shown already that in every act of lending, even apart from 
the problem of changes in the monetary units purchasing power 
there is an element of entrepreneurial venture. The granting o 
credit is necessarily always an entrepreneurial speculation which 
can possibly result'in failure and the loss of a part or of the tota 
amount lent. Every interest stipulated and paid m loans includes not 
only ordinary interest but also entrepreneurs! profit. 

This fact for a long time misled the attempts to construct a satis- 
factory theory of interest. It was only the elaboration of the imagi¬ 
nary construction of the evenly rotating economy that made it possible 
to distinguish precisely between originary interest and entrepre- 
ncurial profit and loss. 

5. The Computation of Interest 

Originary interest is the outgrowth of valuations unceasingly 
fluctuating and changing. It fluctuates and changes with them. The 
custom of computing interest pro anno is merely comnicrcial usage 
and a convenient rule of reckoning. It does not affect the height of 

the interest rates as determined by the market. .. . 

The activities of the entrepreneurs tend toward the «wbhshn cni 
of a uniform rate of originary interest in the whole market 
If there turns up in one sector of the market a margin between the 
prices of present goods and those of future goods which deviates from 
the margin prevailing in other sectors, a trend toward equalization 
is brought about by the striving of businessmen to enter those sectors 
in which this margin is higher and to avoid those in which it is low er. 
The final rate of originary interest is the same m all parts of the 

market of the evenly rotating economy. . . . 

The valuations resulting in the emergence of originate interest 
prefer satisfaction in a nearer period of the future to satisfaction of 
the same kind and extent in a remoter period of the future Nothing 
would justify the assumption that this discounting of satisfaction in 
remoter periods progresses continuously and evenly. If we were to 
assume this, we would imply that the period of provision is infinite. 
However, the mere fact that individuals differ in their provision 
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for future needs and that even to the most provident actor provision 
beyond a definite period appears supererogatory, forbids us to think 
of rhe period of provision as infinite. 

The usages of the loan market must not mislead us. It is customary 
to stipulate a uniform rate of interest for the whole duration of a 
loan contract 7 and to apply a uniform rate in computing compound 
interest. The real determination of interest rates is independent of 
these and other arithmetical devices of interest computation. If the 
rate of interest is unalterably fixed by contract for a period of time, 
intervening changes in the market rate of interest arc reflected in 
corresponding changes in the prices paid for the principal, due 
allowance being made for the fact that the amount of principal to be 
paid back at the maturity of the loan is unalterably stipulated. It 
docs not affect the result whether one calculates with an unchanging 
rate of interest and changing prices of the principal or with changing 
interest rates and an unchanging amount of the principal, or with 
changes in both magnitudes. 

The terms of a loan contract arc not independent of the stipulated 
duration of the loan. Not only because those components of the 
gross rate of market interest which made it deviate from the rate of 
originary interest arc affected by differences in the duration of the 
loan, but also on account of factors which bring about changes in the 
rate of originary interest, loan contracts are valued and appraised 
differently according to the duration of the loan stipulated. 

7. There arc, of course, also deviations from this usage. 


XX. INTEREST, CREDIT EXPANSION. 
AND THE TRADE CYCLE 


i. The Problems 

T n the market economy in which all acts of interpersonal exchange 
1 are performed by the intermediary of money, the categorx 
originary interest manifests itself primarily in the interest on mnnex 

l0i It has been pointed out already that in the imaginary construction 
of the evenly rotating economy, the rate of originate ,nteres s 
uniform. There prevails in the whole system only one rate < f .mu- 
cst. The rate of interest on loans coincides with the rate of ori_.i . > 
interest as manifested in the ratio between prices of present and of 
future goods. We may call this rate the neutral rate of mierctt- 

The evenly rotating economy presupposes neutral mono. As 
money can never be neutral, special problems arise. . 

If the money relation-i.e.. the ratio between the demand for and 
the supply of money for cash holding-changes. ^I prices of goods 
and services arc affected. These changes, however, do not affect the 
prices of the various goods and services at the same time> andto e 
same extent. The resulting modifications m the wealth 
of various individuals can also alter the data determining he heigh 
of originary interest. The final state of the rate of origiHory mccrc c 
to the establishment of which the system ‘ends after tl 
of changes in the money relation, is no longer that final state tox . rd 
which it had tended before. Thus, the driving force of money Ih« the 
poxver to bring about lasting changes in the final rate of onginarx 
terest and neutral interest. 

Then there is a second, even more momentous, problem uluch, 
of course, may also be looked upon as another aspect of the same 
problem. Changes in the money relation may under certain circum¬ 
stances first affect the loan market in which the demand for and sup¬ 
ply of loans influences the market rate of interest on loans, which we 
may call the gross money (or market) rate of interest. Can such 
changes in the gross money rate cause the net rate of interest included 
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in it to deviate lastingly from the height which corresponds to the 
rate of originary interest, i.e., the difference between the valuation 
of present and future goods? Can events on the loan market partially 
or totally eliminate originary interest? No economist will hesitate to 
answer these questions in the negative. But then a further problem 
arises: How does the interplay of the market factors readjust the 
gross money rate to the height conditioned by the rate of originary 
interest? 

These are great problems. These were the problems economists 
tried to solve in discussing banking, fiduciary media and circulation 
credit, credit expansion, gratuitousness or nongratuitousness of credit, 
the cyclical movements of trade, and all other problems of indirect 
exchange. 

2. The Entrepreneurial Component in the Gross 
Market Rate of Interest 

The market rates of interest on loans are not pure interest rates. 
Among the components contributing to their determination there 
arc also elements which arc not interest. The moneylender is always 
an entrepreneur. Every grant of credit is a speculative entrepreneurial 
venture, the success or failure of which is uncertain. The lender is 
always faced with the possibility that he may lose a part or the whole 
of the principal lent. His appraisal of this danger determines his 
conduct in bargaining with the prospective debtor about the terms of 
the contract. 

There can never be perfect safety cither in moncylcnding or in 
other classes of credit transactions and deferred payments. Debtors, 
guarantors, and warrantors may become insolvent, collateral and 
mortgages may become worthless. 1 he creditor is always a 
virtual partner of the debtor or a virtual owner of the pledged and 
mortgaged property. He can be affected by changes in the market 
data concerning them. He has linked his fate with that of the debtor 
or with the changes occurring in the price of the collateral. Capital 
as such docs not bear interest; it must be well employed and invested 
not only in order to yield interest, but also lest it disappear entirely. 
The dictum pecunia pecuniam parere non potest (money cannot 
beget money) is meaningful in this sense, which, of course, differs 
radically from the sense which ancient and medieval philosophers 
attached to it. Gross interest can be reaped only by creditors who 
have been successful in their lending. If they earn any net interest 
at all, it is included in a yield which contains more than merely net 
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interest. Net interest is a magnitude which only analytical thinking 

can extract from the gross proceeds of the creditor. 

The entrepreneurial component included in the creditor s gross 
proceeds is determined by all those factors which are operative m 
every entrepreneurial venture. It is. moreover codetermined by he 
legal and institutional setting. The contracts which place the debtor 
and his fortune or the collateral as a buffer between the creditor and 
the disastrous consequences of malinvestment of the capital lent 
arc conditioned by laws and institutions. 1 he creditor is less exp. 
to loss and failurethan the debtor only in so far as this legal and ns - 
tutional framework makes it possible for him ,0 ^forcehisclim 
against refractory debtors. There is. however, no need for «— 
to enter into a detailed scrutiny of the legal aspects involved in bond 
and debentures, preferred stock, mortgages, and other kinds of credit 

The entrepreneurial component is present in all species <>f ' 

It is customary to distinguish between consumption or personal loaa 
on the one hand, and productive or business loans on the other The 
characteristic mark of the former class is that it enables the borrower 
to spend expected future proceeds. In acquiring a claim to a share n 
these future proceeds, the lender becomes an entrepreneur, as n 
acquiring a claim to a share in the future proceeds of a business. I 
particular uncertainty of the outcome of h.s lending consists in 
uncertainty about these future proceeds. 

It is furthermore customary to distinguish between pn\M anc 
public loans, i.c., loans to governments and subdivisions of g< c 
ments. The particular uncertainty inherent in such loans «mcer . 
the life of secular power. Empires may crumble and governme. 
may be overthrown by revolutionaries who are not prepared . 
sunic responsibility for the debts contracted In their P r ' d «*^ , 
That there is. besides, something basically vicious m all kinds of 
long-term government debts, has been pointc out a rea \ . 

Over all species of deferred payments hangs, like a sword of 
Damocles, the danger of government interference. Public opinion 
has always been biased against creditors. It identifies creditors with 
the idle rich and debtors with the industrious poor. It abhors the 
former as ruthless exploiters and pities the latter as innocent victims 
of oppression. It considers government action designed to curtail the 
claims of the creditors as measures extremely beneficial to the im¬ 
mense majority at the expense of a small minority of hardbo.led 
usurers. It did not notice at all that nineteenth-century capitalist in- 

1. Cf. above, pp. 227-229- 
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novations have wholly changed the composition of the classes of 
creditors and debtors. In the days of Solon the Athenian, of ancient 
Rome’s agrarian laws, and of the Middle Ages, the creditors were by 
and large the rich and the debtors the poor. But in this age of bonds 
and debentures, mortgage banks, savings banks, life insurance policies, 
and social security benefits, the masses of people with more moderate 
income are rather themselves creditors. On the other hand, the rich, 
in their capacity as owners of common stock, of plants, farms, and 
real estate, are more often debtors than creditors. In asking for the 
expropriation of creditors, the masses arc unwittingly attacking their 
own particular interests. 

With public opinion in this state, the creditor’s unfavorable chance 
of being harmed by anticreditor measures is not balanced by a 
favorable chance of being privileged by antidebtor measures. This 
unbalance would bring about a unilateral tendency toward a rise 
of the entrepreneurial component contained in the gross rate of 
interest if the political danger were limited to the loan market, and 
would not in the same wav affect today all kinds of private owner¬ 
ship of the means of production. As things arc in our day, no kind of 
investment is safe against the political dangers of a general expropria¬ 
tion of all private property. A capitalist cannot reduce the vulner¬ 
ability of his wealth by preferring direct investment in business to 
lending his capital to business or to the government. 

The political risks involved in moneylending do not affect the 
height of originary interest; they affect the entrepreneurial compo¬ 
nent included in the gross market rate. In the limiting case—i.c., in a 
situation in which the impending nullification of all contracts con¬ 
cerning deferred payments is generally expected—they would cause 
the entrepreneurial component to increase beyond all measure. 3 

3. The Price Premium as a Component of the Gross 
Market Rate of Interest 

Money is neutral if the cash-induced changes in the monetary unit’s 
purchasing power affect at the same time and to the same extent 
the prices of all commodities and services. With neutral money, a 
neutral rate of interest would be conceivable, provided there were 
no deferred payments. If there were deferred payments and if we 

2. The difference between this case (case b ) and the case of the expected end 
of all earthly things dealt with on p. 5:4 (case a) is this: in case a originary 
interest increases beyond all measure because future goods become entirely 
worthless; in case b originary interest docs not change while the entrepreneurial 
component increases beyond all measure. w r 
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disregard the entrepreneurial position of the creditor and the ensuing 
entrepreneurial component in the gross rate of interest, we -"ust 
furthermore assume that the eventuality of future changes in purchas¬ 
ing power is taken into account in stipulating the terms ot the con¬ 
tract The principal is to be multiplied periodically by the index 
number and thus to be increased or decreased in accordance xv ah the 
changes that have come to pass in purchasing power. W ith the ad¬ 
justment of the principal, the amount from which the rate of mterc^ 
is to be calculated changes too. Thus, this rate is a neutral rate o. >n- 

VVith neutral money, neutralization of the rate of interest could 
also be attained by another stipulation, provided the parties arc in a 
position to anticipate correctly the future changes in purchasing 
power. They could stipulate a gross rate of interest containm 
allowance for such changes, a percentile addendum to or subtra- 
hendum from, the rate of originary interest. We may call this allow¬ 
ance the-positive or negative-price premium. In the case of a 
quickly progressing deflation, the negative price premium could not 
only swallow the whole rate of originary interest, but even revere 
the gross rate into a minus quantity, a rate to he passe on t w ic > 
account. If the price premium is correctly calculated. nc,t, ' cr J 
creditor’s nor the debtor’s position is affected by intervening c u r cs 
in purchasing power. The rate of interest is neutral. 

However, all these assumptions arc not only imaginary, they ca"-'"' 
even hypothetically be thought of without contradictions. In the 
changing economy, the rate of interest can never >c ncutra • 
changing economy, there is no uniform rate of ong.nary in e es , 
there only prevails a tendency toward the establishment of such uni¬ 
formity. Before the final state of originary interest is attained . nc 
changes in the data emerge which divert anew the movement f in¬ 
terest rates toward a new final state. Where everything is unceasing!) 
in flux, no neutral rate of interest can be established. 

In the world of reality all prices arc fluctuating and acting men are 
forced to take full account of these changes. Entrepreneurs embark 
upon business ventures and capitalists change their investments only 
because they anticipate such changes and want to profit from them. 
The market economy is essentially characterized as a social system 
in which there prevails an incessant urge toward improvement. T he 
most provident and enterprising individuals arc driven to cam profit 
by readjusting again and again the arrangement of production activi¬ 
ties so as to fill in the best possible way the needs of the consumers, 
both those needs of which the consumers themselves arc already 
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iw arc and those latent needs of the satisfaction of which they have 
not vet thought themselves. These speculative ventures of the pro¬ 
moters revolutionize afresh each day the structure of prices and 
thereby also the height of the gross market rate of interest. 

He who expects a rise in certain prices enters the loan market as a 
borrower and is ready to allow a higher gross rate of interest than he 
Nvould allow if he were to expect a less momentous rise in prices or 
no rise at all. On the other hand, the lender, if he himself expects a 
rise in prices, grants loans only if the gross rate is higher than it would 
be under a state of the market in which less momentous or no upward 
changes in prices arc anticipated. The borrower is not deterred by a 
higher rate if his project seems to offer such good chances that it can 
afford higher costs. The lender would abstain from lending and would 
himself enter the market as an entrepreneur and bidder tor commodi¬ 
ties and services if the gross rate of interest were not to compensate 
hint for the profits he could reap this way. The expectation of rising 
prices thus has the tendency to make the gross rate of interest rise, 
while the expectation of dropping prices makes it drop. It the ex¬ 
pected changes in the price structure concern only a limited group 
of commodities and services, and arc counterbalanced by the expecta¬ 
tion of an opposite change in the prices of other goods, as is the case 
in the absence of changes in the money relation, the two opposite 
trends b\ and large counterpoise each other. Hut if the money relation 
is sensibly altered and a general rise or fall in the prices of all com¬ 
modities’and services is expected, one tendency carries on. A positive 
or negative price premium emerges in all deals concerning deferred 
payments.' 

I he role of the price premium in the changing economy is dif¬ 
ferent from that we ascribed to it in the hypothetical and unrealizable 
scheme developed above. It can never entirely remove, even as far 
as credit operations alone arc concerned, the effects of changes in the 
money relation; it can never make interest rates neutral. It cannot 
alter the fact that money is essentially equipped with a driving force 
of its own. F.vcn if all actors w ere to know correctly and completely 
the quantitative data concerning the changes in the supply of money 
(in the broader sense) in the whole economic system, the dates on 
which such changes were to occur and what individuals were to be 
first affected by them, they would not be in a position to know be¬ 
forehand whether and to w hat extent the demand for money for cash 
holding would change and in what temporal sequence and to what 
extent the prices of the various commodities would change. The 

*. Cf. Irving Fisher. I be Rjte of Interest (New York, 1907), pp. 77 tf. 
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price premium could counterpoise the effects of changes in the money 
relation upon the substantial importance and the economic s.gn.fi- 
cancc of credit contracts only if its appearance were to precede the 
occurrence of the price changes generated by the alteration in the 
money relation. It would have to be the result of a reasoning by virtue 
of which the actors try to compute in advance the date and the c\tcnt 
of such price changes with regard to all commodities and services 
which directly or indirectly count for their own state of satisfaction. 
However, such computations cannot be established because their 
performance would require a perfect knowledge of future conditions 


and valuations. . , , 

The emergence of the price premium .s not the product of an 
arithmetical operation which could provide reliable knowledge and 
eliminate the uncertainty concerning the future. It is the outcome 
of the promoters understanding of the future and their calculations 
based on such an understanding. It comes into existence step b\ step 
as soon as first a feu and then successively more and more actors be¬ 
come aware of the fact that the market is faced with cash-induced 
changes in the money relation and consequently with a trend oriented 
in a definite direction. Only «hen people begin to buy or to sell in 
order to take advantage of this trend, docs the price premium come 


into existence. . . . ... 

It is necessary to realize that the price premium is the outgrow th 

of speculations'having regard for anticipated changes in the money 
relation. What induces it, in the case of the expectation that an in¬ 
flationary trend will keep on going, is already the first sign of th. 
phenomenon which later, when it becomes general, is called flight 
into real values" and finally produces the crack-up boom and the 
crash of the monetary system concerned. As in even case of 
understanding of future developments, it. is possible that the specu¬ 
lators may err, that the inflationary or deflationary movement w. be 
stopped or slowed down, and that prices will differ from « hat they 

CX Thc C ?ncrcased propensity to buy or to sell which generates the 
price premium, affects as a rule short-term loans sooner and to a 
greater extent than long-term loans. As far as this is the case, the price 
premium affects the market for short-term loans first, and only later, 
by virtue of the concatenation of all parts of the market, also the 
market for long-term loans. However, there are instances in which 
a price premium in long-term loans appears independently of what 
is going on with regard to short-term loans. This was especially the 
case in international lending in the days in which there was still a 
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live international capital market. It happened occasionally that lenders 
were confident with regard to the short-term development of a 
foreign country’s national currency; in short-term loans stipulated 
in this currency there was no price premium at all or only a slight 
one. But the appraisal of the long-term aspects of the currency con¬ 
cerned was less favorable, and in long-term contracts a considerable 
price premium was taken into account. The result was that long-term 
loans stipulated in this currency could be floated only at a higher rate 
than the same debtor’s loans stipulated in terms of gold or a foreign 
currency. 

We have shown one reason why the price premium can at best 
practically deaden, but never eliminate entirely, the repercussions of 
cash-induced changes in the money relation upon the content of 
credit transactions. (A second reason will be dealt with in the next 
section.) The price premium always lags behind the changes in pur¬ 
chasing power because what generates it is not the change in the sup¬ 
ply of money (in the broader sense), but the—necessarily later- 
occurring—eifccts of these changes upon the price structure. Only 
in the final state of a ceaseless inflation do things become different. 
The panic of the currency catastrophe, the crack-up boom, is not 
only characterized by a tendency for prices to rise beyond all meas¬ 
ure, bur also by a rise beyond all measure of the positive price pre¬ 
mium. No gross rate of interest, however great, appears to a prospec¬ 
tive lender high enough to compensate for the losses expected from 
the progressing drop in the monetary unit’s purchasing power. He 
abstains from lending and prefers to buy himself “real" goods. The 
loan market comes to a standstill. 

4. The Loan Market 

The &;ross rates of interest as determined on the loan market arc 
not uniform. The entrepreneurial component which they always in¬ 
clude varies according to the peculiar characteristics of the specific 
deal. It is one of the most serious shortcomings of all historical and 
statistical studies devoted to the movement of interest rates that they 
neglect this factor. It is useless to arrange data concerning interest 
rates of the open market or the discount rates of the central banks in 
time scries. The various data available for the construction of such 
time scries are incommensurable. The same central bank’s rate of 
discount meant something different in various periods of time. The 
institutional conditions affecting the activities of various nations’ 
central banks, their private banks, and their organized loan markets 



Interest, Credit Expansion, the Trade Cycle 543 

are so different, that it is entirely misleading to compare the nominal 
interest rates without paving full regard to these diversities. W c hno 
a priori that, other things being equal, the lenders are intent upon 
preferring high interest rates to low ones, and the debtors upon ore- 
K . 1 __ Rnr rhrsr nrher thinss arc neve 


preiernng nil'll im-wn-av — 

ferring low rates to high ones. But these other things arc never equal. 
There prevails upon the loan market a tendency toward the equaliza¬ 
tion of gross interest rates for loans for which the fetors dct = mg 
the height of the entrepreneurial component and the price premium 
are eq.fal. This knowledge provides a mental tool tor the >nterprcta- 
tion of the facts concerning the history of interest r. c * 
the aid of this knowledge, the vast historical and statistical in. ten 
available would be merely an accumulation of nieanmgkss h >rc ■ 

In arranging time series of the prices of certain primary c-nnd t ^ 
empiricism has at least an apparent p.st.hcation in (he, fact «ha the 
price data dealt with refer to the same physical olqect. 1. is a n u 
excuse indeed as prices are no, related to the unchanging pin cal 
properties of things, but to the changing values which.act ng men 
attach to them. But in the study of interest rates, eve" this ^cv- 
cusc cannot be advanced. Gross interest rates as t u\ apj t. • 

have nothing else in common than those characteristics 
lactic theory sees in them. They are complex phenomena ami c n 
never be used for the construction of an empirical or a p™ 
theory of interest. They can neither verify nor falsify '.ha ce. , 

teaches about the problems involved. I hex consti u c. ■ 

analyzed with all the knowledge economics conveys, invaluable ' 
mentation for economic history; they are of no avail for economic 

ItTs customary to distinguish the market for short 
(money market) from the market for long-term loans tea, .«! mar 
Let). A more penetrating analysis must even go further m e . • S 

loans according to their duration. Besides, there are d.ffenmc s 
regard to the legal characteristics which the terms " 1 . 

assign to the lender’s claim. In short, the loan market ^ 

gencous. But the most conspicuous differences arise 

prcncurial component included in the gross rates o i s • 
this that people refer to when asserting that credit is based on trust 

CO Th d c C connexitv between all sectors of the loan niarket and the 
gross rates of interest determined on them ,s ..rough ; 1 1 

inherent tendency of the net rates of interest included n the e g^ 
rates toward the final state of originary interest \\ ith rcpn el t th 
tendency, catallactic theory is free to deal with the market rate of 
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interest as if it were a uniform phenomenon, and to abstract from the 
entrepreneurial component which is necessarily always included in 
the cross rates and from the price premium which is occasionally in¬ 
cluded. 

The prices of all commodities and services are at any instant moving 
toward a final state. If this final state were ever to be reached, it 
would show in the ratio between the prices of present goods and 
future goods the final state of originary interest. However, the chang¬ 
ing economy never reaches the imaginary final state.- New data 
emerge again and again and divert the trend of prices from the pre¬ 
vious goal of their movement toward a different final state to which 
a different rate of originary interest may correspond. In the rate of 
originary interest there is no more permanence than in prices and 
wage rates. 

Those people w hose provident action is intent upon adjusting 
the employment of the factors of production to the changes occurring 
in the data—vi/., the entrepreneurs and promoters—base their cal¬ 
culations upon the prices, wage rates, and interest rates as deter¬ 
mined on the market. They discover discrepancies between the 
present prices of the complementary factors of production and the 
anticipated prices of the products minus the market rate of interest, 
and are eager to profit from them. The role which the rate of interest 
plavs in these deliberations of the planning businessman is obvious. 

1 1 shows him how far he can go in withholding factors of production 
from employment for want-satisfaction in nearer periods of the future 
and in dedicating them to want satisfaction in remoter periods. It 
shows him what period of production conforms in every concrete 
c ase to the difference w hich the public makes in the ratio of valuation 
between present goods and future goods. It prevents him from em¬ 
barking upon projects the execution of w hich would not agree with 
the limited amount of capital goods provided by the saving of the 
public. 

It is in influencing this primordial function of the rate ot interest 
that the driving force of money can become operative in a particular 
wav. Cash-induced changes in the money relation can under certain 
circumstances affect the loan marker before they affect the prices 
of commodities and of labor. The increase or decrease in the supply 
of money tin the broader sense) can increase or decrease the supply 
of money otlercd on the loan market and thereby lower or raise the 
gross marker rate of interest although no change in the rate of original 
interest has taken place. If this happens, the market rate deviates from 
the height which the state of originary interest and the supply of 
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capital goods available for production would require. 1 he " 
market rate of interest fails to fulfill the function it jdavs ■ J " 

entrepreneurial decisions. It frustrates the entrepreneur ^Utda, n 
and diverts his actions front those lines m wh.ch they ««•««•" 
best possible way satisfy the most urgent needs of < - on>u, " tr ; 

Then there is a second important fact to realize. If. other things 
be/ng equal, the supply of inoney (in -be broader sense utcre - 
or decreases and thus brings about a general tendenc. for P - 
rise or to drop, a positive or negative pr.ee premium - 

appear and to raise or lower the gross rate of market n«rc t. Uut 
if such changes in the money relation affect first the loan t urk«. 
they bring about just the opposite changes in the 
the gross market rates of interest. While a positive <> ■ 

premium would be required to adjust the market rates of mtcrest to 
the changes in the money relation, gross interest .ates au m fau 
dropping or rising. This is the second reason why the 1 

of the price premium cannot entirely eliminate the 
cash-induced changes in the money relation upon t k to 
tracts concerning deferred payments. Its operation begins too - ' 
lags behind the changes in purchasing pow er. as has been ' ; 

Now we see that under certain circumstances the forces r, 
the opposite direction manifest themselves sooner on the market than 

the price premium. 

s . The Effects of Changes in the Money Relation 
Upon Originary Interest 

Like every change in the market data, changes in the money tela; 
tion can possibly influence the rate of or.g.nary 
to the inflationist view of history, inflation by and 1 S K 
increase the earnings of the entrepreneurs. Commod y F>ccs rise 
sooner and to a steeper level than wage rates, n t k ° ‘ f 

earners and salaried people, classes who spend the greater ait,., 
rheir income for consumption and save little, arc .u • 

and must accordingly restrict their expenditures. On the c h and. 
the proprietary strata of the population, whose propenMt>to save 

a considerable part of their income is much greater, a • • ■ 

do not increase their consumption in proportion, but I'lso e e 

their savings. Thus in the community as a whole there arises '> 

toward an intensified accumulation of new capital. Add, . a n- 
vestment is the corollary of the restriction of consumption n.posed 
upon that part of the population which consumes the much greater 
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part of the annual produce of the economic system. This forced 
saving low ers the rate of originary interest It accelerates the pace of 
economic progress and the improvement in technological methods. 

Ir is important to realize that such forced saving can originate from 
an inflationary movement and actually often did so originate in the 
pasr. In dealing with the effects of changes in the money relation upon 
the height of interest rates, one must not neglect the fact that such 
changes can under certain circumstances really alter the rate of 
originarv interest. But several other facts must be taken into account, 
too. 

First one must realize that forced saving can result from inflation, 
but need not necessarily. It depends on the particular data of each 
instance of inflation w hether or not the rise in wage rates lags behind 
the rise in commodity prices. A tendency for real wage rates to drop 
is not an inescapable consequence of a decline in the monetary unit s 
purchasing power. It could happen that nominal wage rates rise 
more than or sooner than commodity prices. 1 

Furthermore, it is necessary to remember that the greater propen- 
sit v of the w ealthier classes to save and to accumulate capital is merely 
a psychological and not a praxeological fact. It could happen that 
these people «•» whom the inflationary movement conveys additional 
proceeds do not save and invest their boon but employ it for an in¬ 
crease in their consumption. It is impossible to predict with the 
apodictic definiteness which characterizes all theorems of economics, 
in what wa\ those profiting from the inflation will act. History can 
tell us what happened in the past. But it cannot assert that it must 
happen in the I mure. 

it would lie a serious blunder to neglect the fact that inflation also 
generates forces w hich tend tow ard capital consumption. One of its 
consequences is that it falsifies economic calculation and accounting. 
It produces the phenomenon of imaginary or apparent profits. If the 
annual depreciation quotas arc determined in such a way as not to 
pav full regard to the fact that the replacement of worn-out equip¬ 
ment w ill require higher costs than the amount for which it was pur- 
cliased in the pasr. they are obviously insufficient. If in selling inven¬ 
tories and products the whole difference between the price spent for 
their acquisition and the price realized in the sale is entered in the 
books as a surplus, the error is the same. If the rise in the prices of 
stocks and real estate is considered as a gain, the illusion is no less 
manifesr. What makes people believe that inflation results in general 

4. We arc vie iling here with conditions on in unhampered labor market. About 
the argument advanced by l.ord Keynes, see below, pp. 771 and 7S5-787. 
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prosperity is precisely such illusory gains. They feel lucks -i.hI be¬ 
come openhanded in spending and enjoying life. 1 hey embellish 
their homes, they build new mansions and patronize the entertain¬ 
ment business. In spending apparent gains, the fanciful result ..I t ’l-e 
reckoning, they arc consuming capital. It docs not matter who these 
spenders arc. They may be businessmen or stock lobbcr*. 1 lies m.n 
be wage earners whose demand for higher pay is satisfied by the 
easygoing employers who think that they are getting 
day to day. They may be people supported by taxes w hich usually 
absorb a great part of the apparent gains. 

Finally, with the progress of inflation more and more people 
come aware of the fall in purchasing power. For those not personally 
engaged in business and not familiar with the conditions o. the 
stock market, the main vehicle of saving is the accumulation of savings 
deposits, the purchase of bonds and life insurance. Al such - 
arc prejudiced by inflation. Thus saving is discouraged and e'".na- 
gance seems to be indicated. T he ultimate reaction <•! t le pu ' k ' u 
“flight into real values," is a desperate attempt to salvage some debris 
from the ruinous breakdown. It is. viewed from the angle of capital 
preservation, not a remedy, but merely a poor emergency measure. 

It can, at best, rescue a fraction of the saver s funds. 

The main thesis of the champions of inflationism and exp ulsion isn. 
is thus rather weak. It may be admitted that in the past inflation often 
but not always, resulted in forced saving and an increase m <- ipit.il 
available. However, this docs not mean that it must p.odiuc ti e 
same effects in the future, too. On the contrary, one must realize 

that under modern conditions the forces driving tow .in C M >I 

sumption are more likclv to prevail under inhuman condition* 
than those driving toward capital accumulation. At an\ rate, l 
final effect of such changes upon saving, capital, am nc or, ?" u • 
rate of interest depends upon the particular data of cac t instance. 

The same is valid with the necessary changes with regard to the 
analogous consequences and effects ot a deflationist or restne ioms 
movement. 


6 . The Gross Market Rate of Interest as Affected bv 
Inflation and Credit Expansion 

Whatever the ultimate effects of an inflationary or deflationary 
movement upon the height of the rate of ongmary interest may be. 
there is no correspondence between them and the temporary a ter.i- 
tions which a cash-induccd change in the money relation can bring 
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about in the gross market rate of interest. If the inflow of money and 
money-substitutes into the market system or the outflow from it 
affects the loan market first, it temporarily disarranges the congruity 
between the gross market rates of interest and the rate of originary 
interest. The market rate rises or drops on account of the decrease or 
increase in the amount of money offered for lending, with no correla¬ 
tion to changes in the originary rate of interest which in the later 
course of events can possibly occur from the changes in the money 
relation. The marker rate deviates from the height determined by 
that of the originary rate of interest, and forces come into operation 
which tend to adjust it anew to the ratio which corresponds to that 
of originary interest. It may happen that in the period of time which 
this adjustment requires, the height of originary interest varies, and 
this change can also be caused by the inflationary or deflationary proc¬ 
ess which brought about the deviation. Then the final rate of origi¬ 
narv interest determining the final market rate toward which the 
readjustment tends is not the same rate which prevailed on the eve 
of the disarrangement. Such an occurrence may affect the data of the 
process of adjustment, but it docs not affect its essence. 

1 he phenomenon to be dealt w ith is this: The rate of originary 
interest is determined bv the discount of future goods as against 
present goods. It is essentially independent of the supply of money 
and monev-substitutes. notwithstanding the fact that changes in the 
supply of monev and money-substitutes can indirectly affect its 
height. But the gross market rate of interest can be affected by changes 
in the monev relation. A readjustment must take place. W hat is the 
nature of the process which brings it about? 

In this section we are concerned only with inflation and credit 
expansion. For the sake of simplicity we assume that the whole addi¬ 
tional amount of monev anil monev-substitutes flows into the loan 
market and reaches the rest of the market only via the loans granted. 
I his corresponds precisely to the conditions of an expansion of cir¬ 
culation credit.’ Our scrutiny thus amounts to an analysis of the 
process caused bv credit expansion. 

In dealing with this analysis, we must refer again to the price 
premium. It has been mentioned already that at the very beginning 
of a credit expansion no positive price premium arises. A price 
premium cannot appear until the additional supply of monev (in 
the broader sense) has already begun to affect the prices of com¬ 
modities and services. But as long as credit expansion goes on and 
additional cpiantitics of fiduciary media arc hurled on the loan mar- 

5. About the "lone-wave'' fluctuations, sec below, pp. 5-2-5- 
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kec, there continues a pressure upon the gross market rate of interest. 
The gross market rate would have to rise on account of the pos.m 
price premium which, with the progress of the expansionist process 
would have to rise continually. But as credit expansum goes on the 
gross market rate continues to lag behind the height a, which it « ould 
cover both originary interest plus the positive price premium. 

It is necessary to 'stress this point because it explodes the ^s omar 
methods according to which people distinguish l.ctxxcc-n x bat tH x 
consider low and high rates of interest. It is usual to take into aceu 
merely the arithmetical heigh, of the rates or the trend which appea s 
in their movement. Public opinion has definite ideas about a normal 
rate, something between 3 and 5 per cent. \\ hen the market rate rises 
above this height or when the market rates-w.thout regard o the r 
arithmetical ratio-are rising above their previous height peopl be¬ 
lieve that they are right in speaking of high o.-rising interest 1*e». 
As against these errors, it is necessary to emphasize that under the 
conditions of a general rise in prices (drop in t ic m»ne . 
purchasing power) the gross market rate of interest can be considered 
as unchanged with regard to conditions of a pe-rioi o a ) ? 

unchanging purchasing power only if it indue es a \ am 

quate positive price premium. In this sense, the German R^hsfKmk 
discount rate of 90 per cent was, in the fall of 1V- ?■ a o\\ ra e 
a ridiculously low rate—as it considerably lagged behind | 
premium and did not leave anything for the other con pon n o 
the gross market rate of interest. Essentially the same P hL ” " ’ 
manifests itself in every instance of a prolonged credit expansion. 
Gross market rates of interest rise in the further course o oer> e^ 
pansion, but they arc nonetheless low as the' do no c< P 
the height required by the expected further general rise in P r *- • 

In analyzing the process of credit expansion, suppose « - 

that the economic system’s process of adjustment to the mark•«^ 
and of movement toward the establishment of final prices and meres 
rates is disturbed by the appearance of a new datum nan e Ivan 
additional quantity of fiduciary media offered on the loan niarU . 
At the gross market rate which prevailed on the eve of this disius¬ 
ance, all those who were ready to borrow money at th.s ra e duc 
allowance being made for the entrepreneurial component of ea 
instance, could borrow as much as they wanted. 1 c itiona < 
be placed only at a lower gross market rate. It does not nutter uTethe r 
this drop in the gross market rate expresses itself in an anth enol 
drop in the percentage stipulated in the loan contracts, t * J 

pen that the nominal interest rates remain unchanged and that the 
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expansion manifests itself in the fact that at these rates loans are 
negotiated which would not have been made before on account of 
the height of the entrepreneurial component included. Such an out¬ 
come too amounts to a drop in gross market rates and brings about the 
same consequences. 

A drop in the gross market rate of interest affects the entrepre¬ 
neur's calculation concerning the chances of the profitability of 
projects considered. Along with the prices of the material factors of 
production, wage rates, and the anticipated future prices of the prod¬ 
ucts, interest rates arc items that enter into the planning business¬ 
man's calculation. The result of this calculation shows the business¬ 
man whether or not a definite project will pay. It shows him what 
investments can be made under the given state of the ratio in the 
public's valuation of future goods as against present goods. It brings 
his actions into agreement with this valuation. It prevents him from 
embarking upon projects the realization of which would be disap¬ 
proved by the public because of the length of the waiting time they 
require. It forces him to employ the available stock of capital goods 
in such a wav as to satisfy best the most urgent wants of the con¬ 
sumers. 

But now the drop in interest rates falsifies the businessman’s cal¬ 
culation. Although the amount of capital goods available did not in¬ 
crease, the calculation employs figures which would be utilizablc only 
if such an increase had taken place. The result of such calculations is 
therefore misleading. I hey make some projects appear profitable and 
realizable w hich a correct calculation, based on an interest rate not 
manipulated by credit expansion, would have shown as unrealizable. 
Entrepreneurs embark upon the execution of such projects. Business 
activities arc stimulated. A boom begins. 

I he additional demand on the part of the expanding entrepre¬ 
neurs tends to raise the prices of producers* goods and wage rates. 
With the rise in wage rates the prices of consumers' goods rise too. 
Besides, the entrepreneurs arc contributing a share to the rise in the 
prices of consumers' goods ns they too, deluded by the illusory gains 
which their business accounts show, arc ready to consume more. The 
general upswing in prices spreads optimism. If only the prices of 
producers’ goods had risen and those of consumers' goods had not 
been affected, the entrepreneurs would have become embarrassed. 
They would have had doubts concerning the soundness of their 
plans, as the rise in costs of production would have upset their cal¬ 
culations. But they are reassured by the fact that the demand for 
consumers’ goods is intensified and makes it possible to expand sales 
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in spite of rising prices. Thus they arc confident that production will 
pay, notwithstanding the higher costs it involves. They arc resulted 

t0 Of course, in order to continue production on the enlarged scale 
brought about bv the expansion of credit, all entrepreneurs, those 
who did expand their activities no less than those who produce only 
within the limits in which they produced previously, need 
funds as the costs of production arc now higher. It the e re it c p. 
consists merely in a single, not repeated injection of a definite amount 
of fiduciary media into the loan market and then ceases altogether, he 
boom must very soon stop. The entrepreneurs cannot procure the 
funds they need for the further conduct of their ventures. The ^ 
market rate of interest rises because the increased demand for bans 
is not counterpoised by a corresponding increase in the quantity 
money available for lending. Commodity prices drop because son e 
entrepreneurs arc selling inventories and others abstain from buy mg. 
The size of business activities shrinks again. I he boom ends because 
the forces which brought it about arc no longer in °P crat '°"' 
additional quantity of circulation credit has exhauste ' ' °J. 
upon prices and wage rates. Prices, wage rates, anc tic '.u 
dividuals’ cash holdings are adjusted to the new money rclat, °" ; > 
move toward the final state which corresponds to this nioncv relation 
without being disturbed by further injections of additional fiduc •1 y 
media. The rate of originary interest which is coorti mates to t us 
structure of the market acts with full momentum upon 1 ic gross • 
ket rate of interest. The gross market rate is no longer subject 
disturbing influences exercised by cash-induced changes in sup 
ply of money (in the broader sense). , , . r . 

The main deficiency of all attempts to explain the boom—i tl 

general tendency to expand production and of a prices o * 
without reference to changes in the supply of money or < u ■ 
media, is to be seen in the fact that they disregard this circunw mikc 
A general rise in prices can only occur if there is cit ler a rop 
supply of all commodities or an increase in the supply of money ( 
the broader sense). Let us, for the sake of argument, admit for the 
moment that the statements of these nonmonetary explanation* o 
the boom and the trade cycle are correct. Prices advance and business 
activities expand although no increase in the supp y o money 
occurred. Then very soon a tendency toward a drop in prices nn,s 
arise, the demand for loans must increase, the gross mar ct rates o 
interest must rise, and the short-lived boom comes to an end. In fact, 
every nonmonetary trade-cycle doctrine tacitly assumes-or ought 
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logically to assume—that credit expansion is an attendant phenomenon 
of the boom. 0 It cannot help admitting that in the absence of such a 
credit expansion no boom could emerge and that the increase in the 
supply of money (in the broader sense) is a necessary condition of 
the general upward movement of prices. 1 hus on close inspection the 
statements of the nonmonetary explanations of cyclical fluctuations 
shrink to the assertion that credit expansion, while an indispensable 
requisite of the boom, is in itself alone not sufficient to bring it about 
and that some further conditions arc required for its appearance. 

Yet, even in this restricted sense, the teachings of the nonmonetary 
doctrines arc vain. It is evident that every expansion of credit must 
bring about the boom as described above. I he boom-creating tend¬ 
ency of credit expansion can fail to come only if another factor 
simultaneously counterbalances its growth. If, for instance, while the 
banks expand credit, it is expected that the government will com¬ 
pletely tax away the businessmen’s “excess” profits or that it will 
stop the further progress of credit expansion as soon as “pump-prim¬ 
ing" w ill have resulted in rising prices, no boom can develop. 1 he 
entrepreneurs will abstain from expanding their ventures with the 
aid of the cheap credits offered by the banks because they cannot 
expect to increase their gains. It is necessary to mention this fact be¬ 
cause it explains the failure of the New Deal’s pump-priming measures 
and other events of the 'thirties. 

The boom can last only as long as the credit expansion progresses 
at an ever-accelerated pace. T he boom comes to an end as soon as 
additional quantities of fiduciary media arc no longer thrown upon 
the loan market. But it could not last forever even if inflation and 
credit expansion were to go on endlessly. It would then encounter 
the barriers which prevent the boundless expansion of circulation 
credit. It would lead to the crack-up boom and the breakdown of the 
\\ hole monetary system. 

I hc essence of monetary theory is the cognition that cash-induced 
changes in the money relation affect the various prices, wage rates, 
and interest rates neither at the same time nor to the same extent. If 
this unevenness were absent, money would be neutral; changes in the 
money relation would not affect the structure of business, the size 
and direction of production in the various branches of industry, con¬ 
sumption, and the w ealth and income of the various strata of the pop¬ 
ulation. 1 hen the gross market rate of interest too would not be 
affected—either temporarily or lastingly—by changes in the sphere 

<S. Cf. G. v. I labcrlcr. Prosperity and Depression (new cd. League of Nations' 
Report. Geneva, 1939), p. 7. 
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of money and circulation credit. The fact that such changes can 
modify the rate of originary interest is caused by the changes hid 
this unevenness brings about in the wealth and income of various in¬ 
dividuals. The fact that, apart from these changes in the rate of 
originary interest, the gross market rate is temporarily affected is n 
itself a manifestation of this unevenness. If the additional quannn o 
money enters the economic system in such a way as to reach the loan 
market only at a date at which it has already made commod > prices 
and wage rates rise, these immediate temporary effects upon the 
gross market rate of interest will be either slight or entirely bsent^ 
The gross market rate of interest is the more violently affected, tI k 
sooner the inflowing additional supply of money or hduc.arv media 

reaches the loan market. . , , _. nilI , r 

When under the conditions of credit expansion the whole amount 

of the additional money substitutes is lent to businessmen, pro uc- 
tion is expanded. The entrepreneurs embark either upon lateral . 
pansion of production (via., the expansion of production u. ho 
lengthening the period of production in the individual indus.iv 
upon longitudinal expansion (viz., the lengthening of the per. d 
of production). In either case, the additional plants require the in¬ 
vestment of additional factors of production. But 'heamounte 
capital goods available for investment has not increased. Neither does 
credit expansion bring about a tendency toward a restrict.onof on- 
sumption*. It is true, as has been pointed out above in dealing w ith 
forced saving, that in the further progress of the expansion a pa, 
the population will be compelled to restrict its consumption Bu 
it depends on the particular conditions of each seance of credit 
expansion whether this forced saving of some groups of the penpie 
will overcompcnsatc the increase in consumption on the part of th . 
groups and will thus result in a net increase in the total amountof 
Ling in the whole market system. At any rate, the ">‘,nod .,tc o - 
sequence of credit expansion is a rise in consumption on the part of 
those wage earners whose wages have risen on account of the «- 
tensified demand for labor displayed by the expanding entrepreneurs. 
Let us for the sake of argument assume that the increased consump¬ 
tion of these wage earners favored by the inflation and the forced 
saving of other groups prejudiced by the inflation are equal in amount 
and that no change in the total amount of consumption has occurred. 
Then the situation is this: Production has been altered ,n such a wav 
that the length of waiting time has been extended. But the demand 
for consumers’ goods has not dropped so as to make the available 
supply last for a longer period. Of course, this fact results in a rise 
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in the prices of consumers’ goods and thus brings about the tendency 
toward forced saving. However, this rise in the prices of consumers’ 
goods strengthens the tendency of business to expand. The entre¬ 
preneurs draw from the fact that demand and prices are rising the 
inference that it will pay to invest and to produce more. They go on 
and their intensified activities bring about a further rise in the prices 
of producers’ goods, in wage rates, and thereby again in the prices of 
consumers’ goods. Business booms as long as the banks are willing to 
expand credit more and more. 

On the eve of the credit expansion all those production processes 
were in operation which, under the given state of the market data, 
were deemed profitable. The system was moving toward a state in 
which all those eager to earn wages would be employed and all 
nonconvertible factors of production would be employed to the 
extent that the demand of the consumers and the available supply 
of nonspecific material factors and of labor would permit. A further 
expansion of production is possible only if the amount of capital goods 
is increased by additional saving, i.c., bv surpluses produced and not 
consumed. The characteristic mark of the credit-expansion boom 
is that such additional capital goods have not been made available. 
The capital goods required for the expansion of business activities 
must be withdrawn from other lines of production. 

We may call p the total supply of capital goods available on the 
eve of the credit expansion, and g the total amount of consumers’ 
goods which these p could, over a definite period of time, make 
available for consumption without prejudice to further production. 
Now the entrepreneurs, enticed by credit expansion, embark upon 
the production of an additional quantity of gs of goods of the same 
kind which they already used to produce, and of a quantity of 
of goods of a kind not produced by them before. For the production 
of g 3 a supply of p 3 of capital goods is needed, and for the production 
of gi a supply of p t . But as, according to our assumptions, the amount 
of capital goods available has remained unaltered, the quantities p3 
and p, arc lacking. It is precisely this fact that distinguishes the 
“artificial" boom created by credit expansion from a “normal" ex¬ 
pansion of production which only the addition of p 3 and p 4 to p can 
bring about. 

Let us call r that amount of capital goods which, out of the gross 
proceeds of production over a definite period of time, must be re¬ 
invested for the replacement of those parts of p used up in the process 
of production. If r is employed for such replacement, one will be in 
a position to turn out g again in the following period of time; if r 
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is withheld from this employment, p will be reduced by r. and p - r 
will turn out in the following period of time only g - * « ma > ,ur ' 

thcr assume that the economic system affected by credit 
is a progressing system. It produced "normally, as it were in the 
period of time preceding the credit expansion a surplus of a j 
goods p, + p 2 . If no credit expansion had intervened. p, would hate 
been employed for the production of an additional quantity <> g. 
of the kind of goods produced previously, and p z for the pro, uc 

of the supply g 2 of » ^ ind of ? oods not P roduced bcforC ’ ? 
amount of capital goods which arc at the entrepreneurs disposal 

and with regard to which they arc free to make plans is r + p. _ P> 
However, deluded by the cheap money, they act as if r - pi P-- 
p 3 + p, were available and as if they were in a position to produce 
not only g + gi + but beyond this also g, - go They outbid 
one another in competing for’a share of a supply of capital goods 
which is insufficient for the realization of their overambiti 

Pl The ensuing boom in the prices of producers' goods may « the 
beginning outrun the rise in the prices of consumers goods. It ma> 
thus bring about a tendency toward a fall in the originate rate of in¬ 
terest. But with the further progress of the expansionist movement 
the rise in the prices of the consumers’ goods will outstrip the r. 
in the prices of producers’ goods. The rise in st ages and salaries and 
the additional gains of the capitalists, entrepreneurs, and farmers, 
although a great part of them is merely apparent, intensi \ t \c i 
mand for consumers’ goods. There is no need to enter into a *cr.it.n> 
of the assertion of the advocates of credit expansion that the boc n 
can, by means of forced saving, really increase the total supplx f 
consumers’ goods. At any rate, it is certain that the intensified de- 
mand for consumers’ goods affects the market at a tunc n' ' 
additional investments arc not yet in a position to turn out the 
products. The gulf between the prices of present goods and those 
of future goods widens again. A tendency toward a rise in the m c 
of originary interest is substituted for the tendency toward the op¬ 
posite which may have come into operation at the earlier stages of the 

This tendency toward a rise in the rate of or.g.nary interest and 
the emergence of a positive price premium explain some charactc- 
istics of the boom. The banks are faced with an increased demar 
for loans and advances on the part of business. The entrepreneurs arc 
prepared to borrow money at higher gross rates of interest. T hev go 
on borrowing in spite of the fact that the banks charge more interest. 
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Arithmetically, the gross rates of interest are rising above their height 
on the eve of the expansion. Nonetheless, they lag catallactically be¬ 
hind the height at which they would cover originary interest plus 
entrepreneurial component and price premium. The banks believe 
that they have done all that is needed to stop “unsound” speculation 
when they lend on more onerous terms. They think that those critics 
who blame them for fanning the flames of the boom-frenzy of the 
market arc wrong. They fail to sec that in injecting more and more 
fiduciary media into the market they are in fact kindling the boom. 

It is the continuous increase in the supply of the fiduciary media that 
produces, feeds, and accelerates the boom. The state of the gross 
market rates of interest is only an outgrowth of this increase. If one 
wants to know whether or not there is credit expansion, one must 
look at the state of the supply of fiduciary media, not at the arithmet¬ 
ical state of interest rates. 

Ir is customary to describe the boom as overinvestment. I low ever, 
additional investment is only possible to the extent that there is an 
additional supply of capital* goods available. As. apart from forced 
saving, the boom itself docs not result in a restriction but rather in 
an increase in consumption, it docs not procure more capital goods 
for new investment. The essence of the credit-expansion boom is 
not overinvestment, but investment in wrong lines, i.c., malinvcstmcnt. 
The entrepreneurs employ the available supply of r -f p, + p.> as if 
they were in a position to employ a supply of r + pi + P-* 4 " pa + P*• 
They embark upon an expansion of investment on a scale for which 
the capital goods available do not suffice. Their projects arc unrealiz¬ 
able on account of the insufficient supply of capital goods. They must 
fail sooner or later. The unavoidable end of the credit expansion 
makes the faults committed visible. There arc plants which cannot 
he utilized because the plants needed for the production of the 
complementary factors of production arc lacking; plants the prod¬ 
ucts of u hich cannot be sold because the consumers are more intent 
upon purchasing other goods which, however, arc not produced in 
sufficient quantities; plants the construction of which cannot be 
continued and finished because it has become obvious that they will 
not pay. 

The erroneous belief that the essential feature of the boom is over¬ 
investment and not malinvestment is due to the habit of judging condi¬ 
tions merely according to what is perceptible and tangible. The 
observer notices only the malinvcstmcnts which arc visibfc and fails 
to recognize that these establishments arc malinvcstmcnts only be¬ 
cause of the fact that other plants—those required for the production 
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of the complementary factors of production and 'hosc r^mred for 
the production of consumers' goods more urgently den ' a " ded ^> 
the public—are lacking. Technolog,cal conditions make n 
sary to start an expansion of production by expanding hr t the sute 
of the plants producing the goods of those orders « h.ch are tarth 

removed from the finished consumers' goods. In or ' r w c 'P 
production of shoes, clothes, motorcars, furmture, houses, one must 

begin with increasing the product,on of iron. steeUopp^ ^ ^ ^ 

such goods. In employing the supply of r + pi -r P-' __ 

suffice for the production of a + S> + S- as ,f “ " 1 re + P> _ P ' 
p 3 + p, and would suffice for the product,on of a + *' ,| ucts 

L one must first engage in increasing the output of h<a** 
and structures which for physical reasons arc hrst rnjui ' bui ,j cr 
entrepreneurial class is, as it were, >n the position o . - 

whose task it is to erect a building out of a limited suppl) 
ing materials. If this man overestimates the quant,t> of ’ ‘ hj 

supply he drafts a planfor the ~^;^ 0 rk and the 

r d s :■»* if- of sm 

tion that he lacks ihe material needed for the ^ 
structure. It is obvious that our master-builder s fault ■ 
investment, but an inappropriate employment of the means 

d 7t°s a no less erroneous to believe that the events w h j;J r*««l«J ■» 
the crisis amounted to an undue conversion of circular "g P 
into “fixed" capital. The individual entrepreneur when fac d ««h 

the credit stringency of the crisis, is "8 “ “ ^ for 7,e purchase 
expended too much for an expansion of p • Y h 

of durable equipment; he would have been m a better s tuition itO 
funds used for these purposes were still at h.s dismalor e cur 
rent conduct of business. However, raw mate.rials pnm.rs com 
modities, half-finished manufactures and foodstuffs a * 

at the turning point at which the upswing turns into dedepre» on 
On the contrary, the crisis is precisely charactered b the Outhat 
these goods arc offered in such quantities as to make 1 P 

Sh The y foregoing statements explain why an expa«i«« 

duction facilities and the production of t ic waxV '• 

the production of durable producers' goods, ,s the most 

mark of the boom. The editors of the financ.al and co mnc .l 

chronicles were right when-for more than a hundred years-.l e> 

looked upon production figures of these industries as well as of the 
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construction trades as an index of business fluctuations. They were 
only mistaken in referring to an alleged overinvestment. 

Of course, the boom affects also the consumers’ goods industries. 
They too invest more and expand their production capacity. How¬ 
ever, the new plants and the new annexes added to the already existing 
plants arc not always those for the products of which the demand of 
the public is most intense. They may well have agreed with the whole 
plan aiming at the production of r g\ -f g 2 + #3 + g*• The failure 
of this oversized plan discloses their inappropriateness. 

A sharp rise in commodity prices is not always an attending phe¬ 
nomenon of the boom. The increase of the quantity of fiduciary 
media certainly always has the potential effect of making prices rise. 
But it may happen that at the same time forces operating in the 
opposite direction arc strong enough to keep the rise in prices within 
narrow limits or even to remove it entirely. The historical period in 
which the smooth working of the market economy was again and 
again interrupted through expansionist ventures was an epoch of 
continuous economic progress. The steady advance in the accumula¬ 
tion of new capital made technological improvement possible. Output 
per unit of input was increased and business filled the markets with 
increasing quantities of cheap goods. If the synchronous increase in 
the supply of money (in the broader sense) had been less plentiful 
than it really was, a tendency toward a drop in the prices of all 
commodities would have taken effect. As an actual historical event 
credit expansion was always embedded in an environment in which 
powerful factors were counteracting its tendency to raise prices. 
As a rule the resultant of the clash of opposite forces was a pre¬ 
ponderance of those producing a rise in prices. But there were some 
exceptional instances too in which the upward movement of prices 
was only slight. The most remarkable example was provided bv the 
American boom of 1926-29. 

The essential features of a credit expansion arc not affected bv such 
a particular constellation of the market data. What induces an entre¬ 
preneur to embark upon definite projects is neither high prices nor 
low prices as such, but a discrepancy between the costs of production, 
inclusive of interest on the capital required, and the anticipated prices 
of the products. A low ering of the gross market rate of interest as 
brought about by credit expansion always has the effect of making 
some projects appear profitable which did not appear so before. It 
actuates business to employ r -f p, -f- p.. as if it were r -f p, -f p . 2 
p;» + pi- It necessarily brings about a structure of investment and 
production activities which is at variance with the real supply of 
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capital goods and must finally collapse. That sometimes the price 
changes involved are laid against a background of a general tendency 
toward a rise in purchasing power and do not convert this tend¬ 
ency into its manifest opposite but only into something which nm 
by and large be called price stability, modifies merely some accessories 

° f Hoover conditions mav be. it is certain that no manipulations of 
the banks can provide the economic system with capital goods. \\ ha 
is needed for a sound expansion of production is additional capital 
goods, not money or fiduciary media. The boom is bu.lt on the sands 
of banknotes and deposits. It must collapse. . , 

The breakdown appears as soon as the banks become trig > 
by the accelerated pace of the boom and begin to abstain from fu - 
ther expansion of credit. The boom could continue on v as long as 
the banks were ready to grant freely all those credits which business 
needed for the execution of its excessive pro,ects. utterly d'sagree. g 
with the real state of the supply of factors of production and 
valuations of the consumers. These illusory plans, suggested by the 
falsification of business calculation as brought about by the clu- l 
money policy, can be pushed forward only if new credits can c 
obtained at gross market rates which are artificially lowered hel m 
the height they would reach at an unhampered loan market, 
this margin that gives them the deceptive appearance of profitab.l.t . 
The change in the banks conduct does not create the crisis. It mere 
makes visible the havoc spread by the faults which business has e 

mitted in the boom period. .. 

Neither could the boom last endlessly if the banks were to cl ng 
stubbornly to their expansionist policies. Any attempt to su >s 
additional fiduciary media for noncxisting capital goods (namcl>. the 
quantities p, and p.) is doomed to failure. If the credit expansion is 
not stopped in time, the boom turns into the crack-up boom, the 
flight into real values begins, and the whole monetary system founders. 
However, as a rule, the banks in the past have not pushed things 
extremes. They have become alarmed at a date when the final catas- 
trophe was still far away. 7 

7 . One should no. fall prey to .he illusion .hat these c-hanges 
policies of the banks were caused by ihc bankers and \c Wlnt 

Insigh, into .he unavoidable consequences of a cnnnnued credit*™ 
indSced the .urn in .he banks’ conduct was c«t»m mst.tu «I e >■>•' 1 > * 
dealt with further below, on pp. 79°-79'- Among .he champmV 
some private bankers were prominent; in particular, the elaboration of the^ carls 
form of the theory of business fluctuations, the <Currency The, rs » as for the 
most part an achievement of British bankers. But t »c g 
banks and the conduct of the various governments monetary pohe.es 
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soon as the afflux of additional fiduciary media comes to an 
end, the airv castle of the boom collapses. The entrepreneurs must 
restrict their activities because they lack the funds for their con¬ 
tinuation on the exaggerated scale. Prices drop suddenly because 
these distressed firms try to obtain cash by throwing inventories on 
the market dirt cheap. Factories are closed, the continuation of con¬ 
struction projects in progress is halted, workers are discharged. As 
on the one hand many firms badly need money in order to avoid 
bankruptcy, and on the other hand no firm any longer enjoys con¬ 
fidence, the entrepreneurial component in the gross market rate of 
interest jumps to an excessive height. 

Accidental institutional and psychological circumstances generally 
turn the outbreak of the crisis into a panic. The description of these 
awful events can be left to the historians. It is not the task of catallactic 
theory to depict in detail the calamities of panicky days and weeks 
and to dwell upon their sometimes grotesque aspects. Economics is 
not interested in what is accidental and conditioned by the individual 
historical circumstances of each instance. Its aim is, on the contrary, 
to distinguish what is essential and apodictically necessary from what 
is nicrclv adventitious. It is not interested in the psychological aspects 
of the panic, but only in the fact that a credit-expansion boom must 
unavoidably lead to a process which everyday speech calls the 
depression. It must realize that the depression is in fact the process 
of readjustment, of putting production activities anew in agreement 
w ith the given state of the market data: the available supply of factors 
of production, the valuations of the consumers, and particularly 
also the state of originary interest as manifested in the public’s valua¬ 
tions. 

I hese data, however, are no longer identical with those that pre¬ 
vailed on the eve of the expansionist process. A good many things 
lux e changed. Forced saving and, to an even greater extent, regular 
voluntary saving may have provided new capital goods which were 
not totally squandered through malinvestmcnt and overconsump¬ 
tion as induced by the boom. Changes in the wealth and income of 
various individuals and groups of individuals have been brought about 
bv the unevenness inherent in every inflationary movement. Apart 
from any causal relation to the credit expansion, population may- 
have changed with regard to figures and the characteristics of the 
individuals comprising them; technological knowledge mav have 
advanced, demand for certain goods may have been altered. The 

rule entrusted to men who did not find any fault with boundless credit expansion 
and took offense at every criticism of their expansionist ventures. 
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final state to the establishment of which the market tends is no longer 
the same toward which it tended before the disturbances created 

by the credit expansion. . , 

Some of the investments made in the boom period appear, when 
appraised with the sober judgment of the readjustment period, no 
longer dimmed bv the illusions of the upswing, as absolutely hope¬ 
less failures. Thev must simply be abandoned because the current 
means required for their further exploitation cannot be recovered 
in selling their products; this "circulating - capital is more urgently 
needed in other branches of want-satisfaction, the proof is that it 
can be employed in a more profitable way in ot icr e s. t er 
malinvestments offer somewhat more favorable chances. It is of 
course, true that one would not have embarked upon putting capital 
goods into them if one had correctly calculated. 1 he inconvertible 
investments made on their behalf arc certainly wastci. ut as t e\ 
arc inconvertible, a fait accompli, they present further action with 
a new problem. If the proceeds which the sale of their products 
promises are expected to exceed the costs of current operation, it is 
profitable to carry on. Although the prices which the buying public 
is prepared to allow for their products are not high enough to make 
the whole of the inconvertible investment profitable, they are sufficient 
to make a fraction, however small, of the investment profitable. I he 
rest of the investment must be considered as expenditure without 

any offset, as capital squandered and lost. 

If one looks at this outcome from the point of view of the con¬ 
sumers, the result is, of course, the same. I he consumers would be 
better off if the illusions created by the casy-money policy had not 
enticed the entrepreneurs to waste scarce capital goo s ,nxc * 5 l ”S 
them for the satisfaction of less urgent needs and withholding the. 
from lines of production in which they would have satisfied more 
urgent needs. But as things arc now, they cannot >ut put up \\ i\ 
what is irrevocable. Thev must for the time being renounce certain 
amenities which they could have enjoyed if the boom had not en¬ 
gendered malinvcstmcnt. But, on the other hand, t c\ can m par a 
compensation in the fact that some enjoyments arc now available 
to them which would have been beyond their reach if the smooth 
course of economic activities had not been distur c > 1 ic orgies 
of the boom. It is slight compensation only, as their demand for those 
other things which they do not get because of inappropriate employ - 
ment of capital goods' is more intense than their demand for these 
“substitutes,” as it were. But it is the only choice left to them as 
conditions and data arc now. 
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The final outcome of the credit expansion is general impoverish¬ 
ment. Some people may have increased their wealth; they did not let 
their reasoning be obfuscated by the mass hysteria, and took advantage 
in time of the opportunities offered by the mobility of the individual 
investor. Other individuals and groups of individuals may have been 
favored, without any initiative of their own, by the mere time lag 
between the rise in the prices of the goods they sell and those they 
buv. But the immense majority must foot the bill for the malinvest- 
ments and the overconsumption of the boom episode. 

One must guard oneself against a misinterpretation of this term 
impoverishment. It does not mean impoverishment when compared 
with the conditions that prevailed on the eve of the credit expansion. 
Whether or not an impoverishment in this sense takes place depends 
on the particular data of each case; it cannot be predicated apodicti- 
callv by catallactics. What catallactics has in mind when asserting 
that impoverishment is an unavoidable outgrowth of credit expansion 
is impoverishment as compared with the state of affairs which would 
have developed in the absence of credit expansion and the boom. 1 he 
characteristic mark of economic history under capitalism is unceasing 
economic progress, a steady increase in the quantity of capital goods 
available, and a continuous trend toward an improvement in the 
general standard of living. The pace of this progress is so rapid that, 
in the course of a boom period, it may well outstrip the synchronous 
losses caused bv malinvestmcnt and overconsumption. 1 hen the eco¬ 
nomic system as a whole is more prosperous at the end of the boom 
than it was at its very beginning; it appears impoverished only when 
compared with the potentialities which existed for a still better state 
of satisfaction. 

The Alleged Absence of Depressions Under Totalitarian Management 

Manv socialist authors emphasize that the recurrence of economic crises 
and business depressions is a phenomenon inherent in the capitalist mode 
of production. On the other hand, a socialist system is safe against this evil. 

As has already become obvious and will be shown later again, the cyclical 
fluctuations of business arc not an occurrence originating in the sphere of 
the unhampered market, but a product of government interference with 
business conditions designed to lower the rate of interest below the height 
at which the free market would have fixed it.* At this point we have only 
to deal with the alleged stability as secured by socialist planning. 

It is essential to realize that what makes th; economic crisis emerge is the 
democratic process of the market. The consumers disapprove of the em¬ 
ployment of the factors of production as effected by the entrepreneurs. 

8. Cf. below, pp. 787-789. 
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They manifest their disapprobation by their conduct in buying and absten¬ 
tion from buying. The entrepreneurs, misled by the .llus.ons of he amn- 
cially lowered gross market rate of interest, have faded to invest in hose 
lines in which the most urgent needs of the public would have been sat,shed 
in the best possible way. As soon as the credit expansion comes to an end 
these faults become manifest. The attitudes of the consumers force he 
businessmen to adjust their activities anew ,0 the best possible «an'-sati - 
faction. It is this process of liquidation of the faults committed in the boon, 
and of readjustment to the wishes of the consumers which is called dc 

^ButTn a socialist economy it is only the government's value io^ments 
that count, and the people are deprived of any means of nuking 1 <>» 
value judgments prevail. A dictator docs not bother about w hether or 
the masses approve of his decision concerning how much to devote or 
current consumption and how much for addmonal .nv-cstnvcnr. If the 
dictator invests more and thus curtails the means available for vurrent ‘.on 
sumption, the people must eat less and hold their tongues. No.T**** 
because the subjects have no opportunity to utter their d.ssati cnon. 
Where there is no business at all. business can be neither good nor bad 
There may be starvation and famine, but no depression ,n the sc, sn 
which this term is used in dealing with the problems of a marke economy 
Where the individuals are not free .0 choose, they cannot 
the methods applied by those directing the course of production ac ti . 

It is no answer to this to object that public opinion m the capita st voun 
tries favors the policy of cheap money. The masses are ^ 

sertions of the pseudo-experts that cheap money can make then P'^ 1 
at no expense whatever. They do not realize that invest,,,en, can1 be cx 
panded only to the extent that more capital is accumulated by sa mg l hc 
are deceived by the fairy tales of monetary cranks. ^ et what c u m 
reality is not fairy tales, but people s conduct. If men arc not 
save more by cutting down their current consumption, the " ; ir 
substantial expansion of investment are lacking. These nieans cannot 
provided by printing banknotes and by credit on t e an • 

It is a common phenomenon that the individual in his capacity as a voter 
virtually contradicts his conduct on the market Thus, for "'stance I 
vote for measures which will raise the price of one commodity or of all 
commodities, while as a buyer he wants .0 see these prices low. Such c m 
flicts arise out of ignorance and error. As human nature is. they c ai lu • 
But in a social organization in which the individua is ncit icr .1 
buyer, or in which voting and buying are merely a sham, they arc absent. 
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7. The Gross Market Rate of Interest as Affected by 
Deflation and Credit Contraction 

We assume that in the course of a deflationary process the whole 
amount bv which the supply of money (in the broader sense) is 
reduced is taken from the loan market. 1 hen the loan market and 
the gross market rate of interest arc affected at the very beginning of 
the process, at a moment at which the prices of commodities and 
services arc not yet altered by the change going on in the money 
relation. We may, for instance, posit that a government aiming at 
deflation floats a loan and destroys the paper money borrowed. Such 
a procedure has been, in the last two hundred years, adopted again 
and again. The idea was to raise, after a prolonged period of in¬ 
flationary policy, the national monetary unit to its previous metallic 
parity. Of course, in most cases the deflationary projects were soon 
abandoned as their execution encountered increasing opposition and, 
moreover, heavily burdened the treasury. Or we may assume that 
the banks, frightened by their adverse experience in the crisis brought 
about by credit expansion, are intent upon increasing the reserves 
held against their liabilities and therefore restrict the amount of cir¬ 
culation credit. A third possibility would be that the crisis has re¬ 
sulted in the bankruptcy of banks which granted circulation credit 
and that the annihilation of the fiduciary media issued bv these banks 

0 • 

reduces the supply of credit on the loan market. 

In all these cases a temporary tendency toward a rise in the gross 
market rate of interest ensues. Projects which would have appeared 
profitable before appear so no longer. A tendency develops toward 
a fall in the prices of factors of production and later toward a fall in 
the prices of consumers* goods also. Business becomes slack. I he 
deadlock ceases only w hen prices and wage rates are bv and large 
adjusted to the new money relation. Then the loan market too adapts 
itself to the new state of affairs, and the gross market rate of interest 
is no longer disarranged by a shortage of money offered for advances. 

I Inis a cash-induced rise in the gross market rate of interest produces 
a temporary stagnation of business. Deflation and credit contraction 
no less than inflation and credit expansion are elements disarranging 
the smooth course of economic activities, and sources of disturbance. 
I low ever, it is a blunder to look upon deflation and contraction as if 
they were simply counterparts of inflation and expansion. 

Kxpansion produces first the illusory appearance of prosperin'. lr 
is extremely popular because it seems to make the majority, even 
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everybody, more affluent. It has an enticing quality. A special moral 
effort is needed to stop it. On the other hand, contrac t,on mimed,atels 
produces conditions which everybody is reads to condemn as cs ,1. 
Its unpopularity is even greater than the popular,ty of expnsmm 
creates violent opposition. Very soon the political forces hghtmg 
become irresistible. 

Fiat money inflation and cheap loans to the government ernes 
additional funds to the treasury; deflat,on depletes the treason s 
vaults. Credit expansion is a boon for the banks contract,on ,s 
forfeiture. There is a temptation in inflation and expans,on and a 

repellent in deflation and contraction. 

But the dissimilarity between the two opposite ironic* <> nioncs 
and credit manipulation not only consists in the fact that ss h.le one o' 
them is popular the other is universally loathed. Deflat,on and con¬ 
traction are less likely to spread havoc than inflat,on and expans,on not 
merely because they are only rarely resorted to. 1 hes arc less c - 
astrous also on account of their inherent effects. Fxpansmn squanders 
scarce factors of production by malinvestmcnt and ovcrconsumpt.on. 
If it once comes to an end, a tedious process of recovery ,s needed 
in order to wipe out the impoverishment it has left behmd. But 
contraction produces neither malinvestmcnt nor overconsumption. 
The temporary restriction in business activities that ,t engenders ma> 
by and large be offset by the drop in consumption on the part or tnc 
discharged wage earners and the owners of the materia u " ■ ' 
production the sales of which drop. No protracted scars are c r. 
the contraction comes to an end, the process of rcadp.stmcnt does not 
need to make good for losses caused by cap,ta! consumption. 

Deflation and credit restriction never played a noticeable role 
economic history. The outstanding examples were prov.ded by (.real 
Britain's return,'both after the wartime inflation of the Napoleonic 
wars and after that of the first World War. to the prewar gold pants 
of the sterling. In each case Parliament and Cabinet adopted the 
deflationist policy without having weighed the pros .uu cons •> <- 

two methods open for a return to the gold standard. In the second 
decade of the nineteenth century they could be exonerate , as at u 
time monetary theory had not yet clarified the pro ems in\o\c . 
More than a hundred years later it was simply a display of inexcusable 
ignorance of economics as well as of monetary history. 0 

Ignorance manifests itself also in the confusion of deflation and 
contraction and of the process of readjustment into \n ic \ c\cr\ 
expansionist boom must lead. It depends on the institutional structure 

9. See below, p. 778. 
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of the credit system which created the boom whether or not the 
crisis brings about a restriction in the amount of fiduciary media. Such 
a restriction may occur when the crisis results in the bankruptcy of 
banks granting circulation credit and the falling off is not counter¬ 
poised by a corresponding expansion on the part of the remaining 
banks. But it is not necessarily an attendant phenomenon of the de¬ 
pression; it is beyond doubt that it has not appeared in the last eighty 
years in Europe and that the extent to which it occurred in the United 
States under the Federal Reserve Act of 1913 has been grossly ex- 
aggerated. The dearth of credit which marks the crisis is caused not 
by contraction but bv the abstention from further credit expansion. 
It hurts all enterprises—not only those which arc doomed at any rate, 
but no less those whose business is sound and could flourish if appro¬ 
priate credit were available. As the outstanding debts are not paid 
back, the banks lack the means to grant credits even to the most solid 
firms. The crisis becomes general and forces all branches of business 
and all firms to restrict the scope of their activities. But there is no 
means of avoiding these secondary consequences of the preceding 
boom. They arc inevitable. 

As soon as the depression appears, there is a general lament over 
deflation and people clamor for a continuation of the expansionist 
policy. Now, it is true that even with no restrictions in the supply 
of money proper and fiduciary media available, the depression brings 
about a cash-induced tendency toward an increase in the purchasing 
pow er of the monetary unit. Every firm is intent upon increasing its 
cash holdings, and these endeavors affect the ratio between the supply 
of money (in the broader sense) and the demand for money (in the 
broader sense) for cash holding. This may be properly called deflation. 
But it is a serious blunder to believe that the fall in commodity prices 
is caused by this striving after greater cash holding. The causation is 
the other way around. Prices of the factors of production—both 
material and human—have reached an excessive height in the boom 
period. They must come down before business can become profitable 
again. 1 he entrepreneurs enlarge their cash holding because they 
abstain from buying goods and hiring w orkers as long as the structure 
of prices and wages is not adjusted to the real state of the market data. 
Thus any attempt of the government or the labor unions to prevent 
or to delay this adjustment merely prolongs the stagnation. 

Even economists often failed to comprehend this concatenation. 
They argued thus: The structure of prices as it developed in the boom 
w as a product of the expansionist pressure. If the further increase in 
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fiduciary media comes to an end, the upward movement of P™-«and 
wages must stop. But, if there were no dcflat.on, no drop m prices 

and wage rates could result. . i 

This reasoning would be correct if the inflationary pressure had 
„o, ,hcL„ market before i, had ethau.red .« dmee edeer, 

upon commodity prices. Let us assume that a government o an 
isolated country-' issues additional paper money m order to pay dole 
to the citizens of moderate income. 1 he rise in commod.p price• 
thus brought about would disarrange product.on; it «ould tc d 
shift production from the consumers goods regu ai > r • , 

nonsubsidized groups of the nation to those which the sub d. 
groups are demanding. If the policy of subs.d.zmg some groups m 
fhis way is later abandoned, the prices of the goods demanded by 
those formerly subsidized will drop and the prices of the goods do 
manded by those formerly nonsubsidized w ill nse more s • F • ' 
there will be no tendency of the monetary unit s porchas ng p m e 
to return to the state of the pre-inflation period. The structure 
prices will be lastingly affected by the inflationary venture t the 
government does not withdraw from the market the additional 
quantity of paper money it has injected in the shape o subsidies- 
‘ Conditions are different under a credit expansion which f s 1 s 
the loan market. In this case the inflationary effects are mutapMb) 

the consequences of capital malinvestment and overconsumption 

Overbidding one another in the struggle for a grc.uu s • 
limited supply of capital goods and labor, the entrepreneurs pu 
prices to a height at which they can remain only as ong as the e sd. 
expansion goes on at an accelerated pace. A sharp drop m the nc 
of all commodities and sendees is unavoidable as soon as the 
inflow of additional fiduciary media stops. 

While the boom is in progress, there prevails a general tern e 
buy as much as one can buy because a further rise in pric • • 
pated. In the depression, on the other hand, people a >* t - un ° • * 

because they expect that prices will continue to drop. \c cc< 
and the return to “normalcy” can only begin w cn priets . d 
rates arc so low that a sufficient number of people assume . 
will not drop still more. Therefore the only means to shorten 
period of bad business is to avoid any attempts to delay or to check 

fall in prices and wage rates. . . 

Only when the recovery begins to take shape does the change 
the money relation, as effected by the increase in the quantity < 
fiduciary media, begin to manifest itself in the structure of prices. 
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The Difference Between Credit Expansion and Simple Inflation 

In dealing with the consequences of credit expansion we assumed that the 
total amount of additional fiduciary media enters the market system via 
the loan market as advances to business. All that has been predicated with 
regard to the effects of credit expansion refers to this condition. 

There are, however, instances in which the legal and technical methods 
of credit expansion are used for a procedure cataliactically utterly differ¬ 
ent from genuine credit expansion. Political and institutional convenience 
sometimes makes it expedient for a government to take advantage of the 
facilities of banking as a substitute for issuing government fiat money. The 
treasury borrows from the bank, and the bank provides the funds needed 
by issuing additional banknotes or crediting the government on a deposit 
account. Legally the bank becomes the treasury’s creditor. In fact the 
whole transaction amounts to fiat money inflation. The additional fiduci¬ 
ary media enter the market by way of the treasury as payment for various 
items of government expenditure. It is this additional government demand 
that incites business to expand its activities. The issuance of these newly 
created fiat money sums docs not directly interfere with the gross market 
rate of interest, whatever the rate of interest may be which the government 
pays to the bank. They affect the loan market and the gross market rate of 
interest, apart from the emergence of a positive price premium, only if a 
part of them reaches the loan market at a time at which their effects upon 
commodity prices and wage rates have not yet been consummated. 

Such were, for example, the conditions in the United States in the second 
World War. Apart from the credit expansion policy, which the Adminis¬ 
tration had already adopted before the outbreak of the war, the govern¬ 
ment borrowed heavily from the commercial banks. This was technically 
credit expansion; essentially it was a substitute for the issuance of green¬ 
backs. F.vcn more complicated techniques were resorted to in many coun¬ 
tries. Thus, for instance, the German Reich in the first World War sold 
bonds to the public. The Reichsbank financed these purchases bv lending 
the greater part of the funds needed to the buyers against the same bonds 
as collateral. Apart from the fraction which the buyer contributed from 
his own funds, the role that the Bank and the public played in the whole 
transaction was merely formal. Virtually, the additional banknotes were 
inconvertible paper money. 

It is important to pay heed to these facts in order not to confuse the con¬ 
sequences of credit expansion proper and those of government-made fiat 
money inflation. 

8. The Monetary or Circulation Credit Theory of the 

Trade Cycle 

The theory of the cyclical fluctuations of business as elaborated bv 
the British Currency School was in two respects unsatisfactory. 
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First it failed to recognize that circulation credit can be granted not 
only by the issue of banknotes in excess of the banks holding of cash 
reserves, but also by creating bank deposits subject to check in excess 
of such reserves (checkbook money, deposit currency). Consequently 
it did not realize that deposits payable on demand can also be used as 
a device of credit expansion. This error is of little weight as it can 
be easily amended. It is enough to stress the point that all that rcters 
to credit expansion is valid for all varieties of credit expansion no 
matter whether the additional fiduciary media are banknotes or de¬ 
posits. However, the teachings of the Currency School inspired British 
legislation designed to prevent the return of credit-expansion booms 
and their necessary consequence, depressions, at a time " en 
fundamental defect was not yet unmasked. Peels Act of 1*44 and 
its imitations in other countries did not attain the ends sought, and 
this failure shook the prestige of the Currency School. 1 he Banking 
School triumphed undeservedly. 

The second shortcoming of the Currency 1 hcor\ \\ as morc i < 
mentous. It restricted its reasoning to the problem of the external 
drain. It dealt only with a particular case. viz., credit expans,on ,n one 
country only while there is cither no credit expansion or only credit 
expansion to a smaller extent in other areas. 1 his was. b\ and larg , . 
sufficient to explain the British crisis of the first part o t ic nine cc 
century. But it touched only the surface of the problem. 1 he essential 
question was not raised at all. Nothing was done to c an > 1 K 
sequences of a general expansion of credit not confine to a mm 

of banks with a restricted clientele. The reciprocal relations between 

the supply of money (in the broader sense) and the rate of interest 
were not analyzed. The multifarious projects to loner or to abolish 
interest altogether by means of a banking reform were haught.l> 
derided as quackery,' but not critically dissected and refuted. P" 
naive presumption of money’s neutrality was tacitly ratified hus 
a free hand was left to all futile attempts to interpret crises and busi¬ 
ness fluctuations by means of the theory of direct cxc angc. . a > 


decades passed before the spell was broken. ... ■ i 

The hindrance that the monetary or circulation credit theory had 
to overcome was not merely theoretical error but also political bias. 
Public opinion is prone to sec in interest nothing but a merely institu- 
tional obstacle to the expansion of production. It does not rca l/c t a 
the discount of future goods as against present goods is a necessary 
and eternal category of human action and cannot be abolished by bank 
manipulation. In the eyes of cranks and demagogues, interest is a 
product of the sinister machinations of rugged exploiters. I he age-o 
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disapprobation of interest has been fully revived by modem inter¬ 
ventionism. It clings to the dogma that it is one of the foremost duties 
of good government to lower the rate of interest as far as possible or 
to abolish it altogether. All present-day governments are fanatically 
committed to an easy money policy. As has been mentioned already, 
the British Government has asserted that credit expansion has per¬ 
formed “the miracle ... of turning a stone into bread.” in A Chair¬ 
man of the Federal Reserve Bank of New York has declared that 
“final freedom from the domestic money market exists for every 
sovereign national state where there exists an institution which func¬ 
tions in the manner of a modem central bank, and whose currency is 
not convertible into gold or into some other commodity.” 11 Many 
governments, universities, and institutes of economic research lavishly 
subsidize publications whose main purpose is to praise the blessings 
of unbridled credit expansion and to slander all opponents as ill- 
intentioned advocates of the selfish interests of usurers. 

The wavelike movement afFecting the economic system, the re¬ 
currence of periods of boom which are followed by periods of de¬ 
pression. is the unavoidable outcome of the attempts, repeated again 
and again, to lower the gross market rate of interest by means of credit 
expansion. There is no means of avoiding the final collapse of a boom 
brought about by credit expansion. The alternative is only whether 
the crisis should come sooner as the result of a voluntary abandonment 
of further credit expansion, or later as a final and total catastrophe of 
the currency system involved. 

1 he only objection ever raised against the circulation credit theory 
is lame indeed. It has been asserted that the lowering of the gross 
market rate of interest below the height it would have reached on an 
unhampered loan market may appear not as the outcome of an in¬ 
tentional policy on the part of the banks or the monetary authorities 
but as the unintentional effect of their conservatism. Faced with a 
situation which would, when left alone, result in a raise in the market 
rare, the banks refrain from altering the interest they charge on ad- 
vanccs and thus w illy-nilly tumble into expansion. 1 - These assertions 
arc unwarranted. But if we arc prepared to admit their correctness 
for the sake of argument, they do not affect at all the essence of the 
monetary explanation of the trade cycle. It is of no concern what the 
particular conditions arc that induce the banks to expand credit and 

io. See above, p. 467. 

Beardsley Ruml. "Taxes for Revenue Arc Obsolete," American Affairs, 
\ 111 (1946), 35-36. 

12. Machlup (The Stock Market, Credit and Capital Formation, p. 248) calls 
this conduct of the banks “passive inflationism.” 
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to underbid the gross market rate of interest which ithe -hampcn|d 
market would have determined. What counts£«*!> the 

and the monetary authorities are guide \ - 

ot Utatat ra.es U the free tan n.arke. dererm.ncs . n» «'■'«» 
is the objective of a good economic policy to Ion" *"L out h#nn 
expansion is an appropriate means ° f ach,c '|^ h J fatuation llut 
to anybody but parasitic moneylenders. It * , • ahoill 

causes them to embark upon ventures which mus • . 

tH Intakes these facts into consideration one ^ 
to abstain from any discussion of the problems ins olved in the ■ 
of the theory of the pure market economy and.»relegate * » «<- 

analysis of interventionism, the interference o g j , ,. ,,f 

market phenomena. It is beyond doubt that credit expa. sum , om • 

the primary issues of interventionism. Nevertheless the - 

the analysis of the problems involved is not in the 

ventionism but in that of the pure market economy. '^ h ^P k . 

we have to deal with is essentially the relation between 

money and the rate of interest, a problem of which the x I 

of credit expansion are only a particular instance. insion is 

Everything that has been asserted w ith regar to' <■‘ \' , 

equally valid with regard to the effects of an\ me c. c 
of money proper as far as this additional supply ^ - 

market at an early stage of its inflow into the market s>> m ; lt^^ 
additional quantity of money increases the quantity <> 
for loans at a time when commodity prices and wage . cs l av n 
yet been completely adjusted to the change in the nm. > 
the effects are no different from those of a credit expansu n analw 

ing the problem of credit expansion, catallactics conq 

ture of the theory of money"and of interest, t 

the age-old errors concerning interest and cxploi cs ic • 

to •‘abolish” interest by means of monetary or credit ie < • 

What differentiates credit expansion from an increase ml |-PI) 
of money as it can appear in an economy cmpU>\ mg «i c 

money and no fiduciary media at all is conditioned l»> 
in the quantity of the increase and in the tempora scl l . ^ 
.effects on the various parts of the market. 1 ven a rapu _ 
production of the precious metals can never have the r-.m. " ' 
credit expansion can attain. The gold standard was an efbeacums chetk 
upon credit expansion, as it forced the banks not to c. c 1 
limits in their expansionist ventures.” The gold standard s on n mria 

13. Cf. below, p. 47 j. 
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tionary potentialities were kept within limits by the vicissitudes of 
gold mining. Moreover, only a part of the additional gold immediately 
increased the supply offered on the loan market. The greater part 
acted first upon commodity prices and wage rates and affected the 
loan market only at a later stage of the inflationary process. 

However, the continuous increase in the quantity of commodity 
money exercised a steady expansionist pressure on the loan market. 
The gross market rate of interest was, in the course of the last cen¬ 
turies, continually subject to the impact of an inflow of additional 
money into the loan market. Of course, this pressure for the last 
hundred and fifty years in the Anglo-Saxon countries and for the last 
hundred years in the countries of the European continent, was far 
exceeded bv the effects of the synchronous development of circula¬ 
tion credit as granted by the banks apart from their—from time ro 
time reiterated—straightforward endeavors to lower the gross market 
rate of interest by an intensified expansion of credit. Thus three 
tendencies toward a lowering of the gross market rate of interest were 
operating at the same time and strengthening one another. One was 
the outgrow th of the steady increase in the quantity of commodity 
money, the second the outgrowth of a spontaneous development of 
fiduciary media in banking operations, the third the fruit of inten¬ 
tional anti-interest policies sponsored by the authorities and approved 
by public opinion. It is, of course, impossible to ascertain in a quanti¬ 
tative way the effect of their joint operation and the contribution of 
each of them; an answer to such a question can only be provided by 
historical understanding. 

What catallactic reasoning can shew us is merely that a slight al¬ 
though continuous pressure on the gross market rate of interest as 
originating from a continuous increase in the quantity of gold, and also 
from a slight increase in the quantity of fiduciary media, which is not 
overdone and intensified by purposeful easy money policy, can he 
counterpoised by the forces of readjustment and accommodation in¬ 
herent in the market economy. The adaptability of business not pur¬ 
posely sabotaged by forces extraneous to the market is powerful 
enough to offset the effects which such slight disturbances of the 
loan market can possibly bring about. 

Statisticians have tried to investigate the long waves of business 
fluctuations with statistical methods. Such attempts are futile. The 
history of modern capitalism is a record of steady economic progress, 
again and again interrupted by feverish booms and their aftermath, 
depressions. It is generally possible to discern statistically these re- 
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curring oscillations from the general trend toward an increase in the 
amount of capital invested and the quantity of products turned out 
It is impossible to discover any rhythmical fluctuation m the general 

trend itself. 

9. The Market Economy as Affected by the Recurrence 

of the Trade Cycle 

The popularity of inflation and credit expansion, the ultimate source 
of the repeated attempts to render people prosperous by credit expan¬ 
sion, and thus the cause of the cyclical fluctuations of business, mani¬ 
fests itself clearly in the customary terminology. 1 he boom s ea c 
good business, prosperity, and upswing. Its unavoidable aftermath, t 
readjustment of conditions to the real data of the market .s cal 
crisis, slump, bad business, depression. People rebel against the ms.ght 
that the disturbing element is to be seen in the mal.nvestnient and t c 
overconsumption of the boom period and that sue > an ar 1 e - 
induced boom is doomed. They are looking for the philosophers 

stone to make it last. , 

It has been pointed out already in what respect we arc r • 
an improvement in the quality- and an increase in the V™'*} 
products economic progress. If we apply this \ art stic to t • 
phases of the cyclical fluctuations of business, we must call the boom 
retrogression and the depression progress I he boom squanders 
through malinvestmcnt scarce factors of production and rcd-.e s the 
stock available through overconsumption; its al cgei » CSS,I \ s * 
paid for by impoverishment. The depression, on the other hand, 
the way back to a state of affairs in which all factors of production 
are employed for the best possible satisfaction of t te most 11 c 

needs of the consumers. • 

Desperate attempts have been made to find in the boom some posi¬ 
tive contribution to economic progress. Stress has been ai VP° 
role forced saving plays in fostering capital accumu ation. \c •* t 
ment is vain. It has been shown already that it is \cr\ question.! 
whether forced saving can ever achieve more than to counter >a ante 
a part of the capital consumption generated by the >oom. 
praising the allegedly beneficial effects of forced saving were ton 
sistent, they would advocate a fiscal system subsidizing nc ric 1 ou 
of taxes collected from people with modest incomes. ic orcci 
saving achieved by this method would provide a net increase in the 
amount of capital available without simultaneously bringing about 
ipital consumption of a much greater si/c. 


cai 
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Advocates of credit expansion have furthermore emphasized that 
some of the malinvestments made in the boom later become profitable. 
These investments, they say, were made too early, i.e., at a date when 
the state of the supply of capital goods and the valuations of the con¬ 
sumers did not yet allow their construction. However, the havoc 
caused was not too bad, as these projects would have been executed 
anyway at a later date. It may be admitted that this description is 
adequate with regard to some instances of malinvestment induced 
by a boom. But nobody would dare to assert that the statement is 
correct w ith regard to all projects whose execution has been en¬ 
couraged by the illusions created by the easy money policy. However 
this mav be, it cannot influence the consequences of the boom and 
cannot undo or deaden the ensuing depression. The effects of the 
malinvcstmcnt appear without regard to whether or not these malin¬ 
vestments will appear as sound investments at a later time under 
changed conditions. When, in 1845, a railroad was constructed in 
Kngland which would not have been constructed in the absence of 
credit expansion, conditions in the following years were not affected 
by the prospect that in 1870 or 1880 the capital goods required for 
its construction would be available. The gain which later resulted 
from the fact that the railroad concerned did not have to be built bv 
a fresh expenditure of capital and labor, w as in 1847 no compensation 
for the losses incurred by its premature construction. 

I he boom produces impoverishment. But still more disastrous arc 
its moral ravages. It makes people despondent and dispirited. The 
more optimistic they w ere under the illusory prosperity of the boom, 
the greater is their despair and their feeling of frustration. The indi¬ 
vidual is alw ays ready to ascribe his good luck to his own efficiency 
and to take it as a well-deserved reward for his talent, application, 
and probitN. But reverses of fortune he always charges to other 
people, and most of all to the absurdity of social and political institu¬ 
tions. 11c docs not blame the authorities for having fostered the boom. 
11 c reviles them for the necessary collapse. In the opinion of the 
public, more inflation and more credit expansion are the only remedy 
against the evils which inflation and credit expansion have brought 
about. 

Here, they say, arc plants and farms whose capacity to produce is 
either not used at all or not to their full extent. Here are piles of un¬ 
salable commodities and hosts of unemployed workers. But here are 
also masses of people who w ould be lucky if they only could satisfy 
their wants more amply. All that is lacking is credit. Additional credit 
\\ ould enable the entrepreneurs to resume or to expand production. 
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The unemployed would find jobs again and could buy the products. 
This reasoning seems plausible. Nonetheless it is utterly « rung. 

If commodities cannot be sold and workers cannot hnd |obs. the 
reason can only be that the prices and stages asked are too high He 
who wants to sell his inventories or his capacity to stork must reduce 
his demand until he finds a buver. Such is the law of the market. Sue 
is the device by means of which the market directs every individual s 
activities into those lines in which they can best contribute to the 
satisfaction of the wants of the consumers. The mahnvestments of t ic 
boom have misplaced inconvertible factors of production in some lines 

at the expense of other lines in which they " crc nu,rc ur S c [ u £ ncCi ^ 
There is disproportion in the allocation of nonconvertible factors to 
the various branches of industry. This disproportion can be remedied 
only by the accumulation of new capital and its employment in those 
branches in which it is most urgently required. I his is a slow process. 
While it is in progress, it is impossible to utilize fully the product, 
capacity of some plants for which the complementary production 

facilities are lacking. . . . 

It is vain to object that there is also unused capacity of p ants i 
ing out goods whose specific character is low • I he slac in t k sa 
these goods, it is said, cannot be explained by disproportion.! i \ 
the capital equipment of various branches; they can »c u'u ' 
needed for many different employments. 1 his too is an error, 
and iron works, copper mines, and sawmills cannot be oper.itci o 
full capacity, the reason can only be that there are not enoug 1 n 
on the market ready to purchase their whole output at prices w 
cover the costs of their current exploitation. As the \aiu > c cos s . 
merely consist in prices of other products and in wages, am .*» 
same is valid with regard to the prices of these other products, this a - 
w ays means that wage rates arc too high to provide al t lose c. g 
work with jobs and to employ the inconvertible equipment to e 
limits drawn by the requirement that nonspecific capita * J 

labor should not be withdrawn from employments in \' ue i t \e\ 


more urgent needs. . , 

Out of the collapse of the boom there is only one way back tc 
state of affairs in which progressive accumulation ot capital salcgua i s 
a steady improvement of material well-being: new saving mus .c 
cumulate the capital goods needed for a harmonious equipment or 
all branches of production with the capital required. One must prov lie 
the capital goods lacking in those branches wluc i "crc un 
neglected in the boom. Wage rates must drop; people must rcs 
their consumption temporarily until the capital wasted n ma in\ es 



Human Action 

mcnt is restored. Those who dislike these hardships of the readjust¬ 
ment period must abstain in time from credit expansion. 

There is no use in interfering by means of a new credit expansion 
with the process of readjustment. I his would at best only interrupt, 
disturb, and prolong the curative process of the depression, if not 
bring about a new boom with all its inevitable consequences. 

The process of readjustment, even in the absence of any new 
credit expansion, is delayed by the psychological effects of disap¬ 
pointment and frustration. People arc slow to free themselves from 
the self-deception of delusive prosperity. Businessmen try to continue 
unprofitable projects; they shut their eyes to an insight that hurts. The 
w orkers delay reducing their claims to the level required by the state 
of the market; they want, if possible, to avoid lowering their standard 
of living and changing their occupation and their dwelling place. 
People arc the more discouraged the greater their optimism was in 
the days of the upswing. They have for the moment lost self- 
confidence and the spirit of enterprise to such an extent that they even 
fail to take advantage of good opportunities. But the worst is that 
people arc incorrigible. After a few years they embark anew upon 
credit expansion, and the old stor\ repeats itself. 

The Role Played by Unemployed Factors of Production 
in the First Stages of a Boom 

T here arc in the chani’ini' economy always unsold inventories (exceed- 
ing those quantities which for technical reasons must be kept in stock), 
unemployed workers, and unused capacity of inconvertible production 
facilities. I lu* system is moving toward a state in which there will be 
neither unemployed workers nor surplus inventories. 14 But as the ap¬ 
pearance of new data continually diverts the course toward a new goal, the 
conditions ol the evenly rotating economy are never realized. 

I Ik- presence of unused capacity of inconvertible investments is an out¬ 
grow th ol errors committed in the past. 1 he assumptions made by the in- 
\cstors were, as later events proved, not correct; the market asks more 
intensively tor other goods than for those w hich these plants can turn out. 
1 he piling up of excessive inventories and the catallactic unemployment 
of workers are speculative. The owner of the stock refuses to sell at the 
market price because he hopes to obtain a higher price at a later date. T he 
unemployed worker refuses to change his occupation or his residence or 
to content himself with low er pay because he hopes to obtain at a later date 
a job w ith higher pay in the place of his residence and in the branch of busi¬ 
ness he likes best. Both hesitate to adjust their claims to the present situation 

> 4 - In the evenly routing economy also there may be unused capacity of in¬ 
convertible etpiipinent. Its nonutili/.ition docs not disturb the equilibrium any 
more than the fallowncss of submarginal soil. 
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of the market because they wait for a change in the data which wrfl alter 
conditions to their advantage. Their hesitation is one of the reasons «>n 
the system has not reached the state of the evenly - 

ployed will get jobs at wages they ^ ^ 

doctrine implies that the rise in prices, bro g ' affect all 

fiduciary media, would at the V'^f^els of the excessive inven- 

other commodities and services w hilc themselves with those 

tories and the unemployed workers -ouW content ,: lir 

nominal prices and wages they are asking • ’ obtained bv 

if this were to happen, the real prices would drop 

these owners of unsold »»«» ** com ,dities and senices-to ihe 

heigl^ttfwdilch theymuat drop-in order to bv^thc'fact'that at 

The course of the boom is not substantially effected b> the fact 

its eve there are unused capacity, unso surp us ( m 

ployed workers. Let us assume that there are ^u ed facihtie^for tl 

ing of copper, unsold piles of copper.» nd u ^"» does not pas to. 

mines. The price of copper is at a k ' ^ ^ ulllors „ ho ab 

some mines; their workers arc disc g • | 0 nu b c these mines 

stain from selling their stocks. W hat i> nett ^ ^ ^ fhc .^es NV ith- 

profitablc again, to give jobs to the unenp < . ^ ^ ^ incrclllclU p in the 

out forcing prices down below costs* 1 c possible such an 

amount of capital g^d^^Se'si ”of production and consumption that 

arladt^uatellsc in the demand for copper (Hues 

ment p^does not appear Editions on the 

pansion. nevertheless act as if p had real. added to 

copper market, while the boom lasts. h ,„ pred- 

thc amount of capital goods available. B ■ - )jnsjon „ ls ,|„> case 

icatcd about the inevitable consequence n cerned, the iiup- 

TK« only Jiff,™™ fc ** - ^I*M J-l 

propriate expansion of production necd n fhcV woult | better have 

of capital and labor from employ,nens is ’ c<1IK emed. the new 

filled the wants of the consumers. As * ar I J , malcmplovment. 

boom encounters a piece of mabnvestment o c ■ J „f read 

of labor already effected in a previous boom. 1 

justment has not vet absorbed. . , n cw credit expansion 

Thus it becomes obvious how vain it SJV ,„c„,rectU 

by referring to unused capacity uns ''^ ; 1 imlillfc . „f ., new 

“unsaleable” stocks, and unemployed worker ^ 

credit expansion runs across remainder l , h rea jj U stimnt 

malcmploymcnt, not yet obliterated in the course of he e ^ 
process, and seemingly remedies the faults invoked. In 
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is merely an interruption of the process of readjustment and of the return 
to sound conditions. 13 The existence of unused capacity and unemploy¬ 
ment is not a valid argument against the correctness of the circulation 
credit theory. The belief of the advocates of credit expansion and inflation 
that abstention from further credit expansion and inflation would perpet¬ 
uate the depression is utterly false. The remedies these authors suggest 
would not make the boom last forever. They would merely upset the 
process of recovery. 

The Fallacies of the Nonmonetary Explanations of the Trade Cycle 

In dealing with the futile attempts to explain the cyclical fluctuations of 
business by a nonmonetary doctrine, one point must first of all be stressed 
which has hitherto been unduly neglected. 

There were schools of thought for whom interest was merely a price 
paid for obtaining the disposition of a quantity of money or money sub¬ 
stitutes. From this belief they quite logically drew the inference that 
abolishing the scarcity of money and money-substitutes would abolish 
interest altogether and result in the gratuitousness of credit. If, however, 
one docs not endorse this view and comprehends the nature of originary 
interest, a problem presents itself the treatment of which one must not 
evade. An additional supply of credit, brought about bv an increase in the 
quantity of money or fiduciary media, has certainly the power to lower the 
gross market rate of interest. If interest is not merely a monetary phenom¬ 
enon and consequently cannot be lastingly lowered or brushed away by 
any increase, however large, in the supply of money and fiduciary media, 
it devolves upon economics to show how the height of the rate of interest 
conforming to the state of the market’s nonmonetary data reestablishes 
itself. It must explain what kind of process removes the cash-induced de¬ 
viation of the market rate from that state which is consonant with the ratio 
in people's valuation of present and future goods. If economics were at a 
loss to achieve this, it would implicitly admit that interest is a monetary 
phenomenon and could even disappear completely in the course of changes 
in the money relation. 

m 

For the nonmonetary explanations of the trade cycle the experience that 
there arc recurrent depressions is the primary thing. Their champions first 
do not sec in their scheme of the sequence of economic events any clue 
which could suggest a satisfactory interpretation of these enigmatic dis¬ 
orders. They desperately search for a makeshift in order to patch it onto 
their teachings as an alleged cycle theory. 

I he case is different with the monetary or circulation credit theory. 
Modern monetary theory has finally cleared away all notions of an alleged 
neutrality of money. It has proved irrefutably that there arc in the market 
economy factors operating about which a doctrine ignorant of the driving 
force of money has nothing to say. The catallactic system that involves the 

15. Hayck (Prices and Production (id cd. London, 1935], PP- 96 ff.) reaches 
the same conclusion by way of a somewhat different chain of reasoning. 
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knowledge of money’s non-neutrality and driving force presses the ques¬ 
tions of how changes in the money relation affect the rate of "'terest firs 
in the short run and later in the long run. The system would be defeem e 
if it could not answer these questions. It would be contradictory if it s ere 
to provide an answer which would not simultaneously explain dier cvchcal 
fluctuations of trade. Even if there had never been such things as fiduciary 
media and circulation credit, modern catallactics would have been forced 
to raise the problem concerning the relations between changes m the 

money relation and the rate of interest. 

It has been mentioned already that every nonmonetary explanation 
the cycle is bound to admit that an increase in the quantity of n>onc> 
fiduciary media is an indispensable condition of the emergence of a boo . 
It is obvious that a general tendency of prices to rise «Inch is not caused T 
a general drop in production and in the supply of commodities offered for 
sale, cannot appear if the supply of money (in the broader sense) has mn 
increased. Now we can sec that those fighting the monetary C'P 1 *" 
are also forced to resort .0 the theory they slander for a second reason 
For this theory alone answers the question of host an inflow of *dd«ona 
money and fiduciary media affects the loan market and the '" arket ra C < ‘ 
interest. Only those for whom interest is merely the outgrovuho.nn 
stitutionallv conditioned scarcity of money can dispense with an m l 
acknowledgment of the circulation credit theory of the cycle. T « ' 

why no critic has ever advanced any tenable ob.ect.on aga.ns h 'h or> . 

The fanaticism with which the supporters of all these nonmoncta 
doctrines refuse to acknowledge their errors is. of course a d.s la> t 
political bias. The Marxians have inaugurated the usage of >nterpre«mg he 
commercial crisis as an inherent evil of capitalism as the n'«ss r> mn 
growth of its "anarchy’’ of production- I he non-Marxian «>e.al. ts and 
The interventionists are no less anxious to demonstrate that '' 

economy cannot avoid the return of depressions, jhey are the mo e eager 
to assail the monetary theory as currency and credit nian.pulation is toda> 
the main instrument by means of which the ant.capi.ahst governments arc 
intent upon establishing government omnipotence. • . 

The attempts ,0 connect business depressions with cos,,,, *1 - 

the most remarkable of which was William Stanley jevons suns, ■- Ik > 
failed utterly. The market economy has succeeded ,n a fairly « 
wav in adjusting production and marketing .0 all the natural vonJ'nmn 
human life and it! environment. It is quite arbitrary «o assume 
just one natural fact-namely. allegedly rhythmic harvest '^utions 
with which the market economy docs not know how to cop . ,. 

trepreneurs fail to recognize the fact of crop fluctuates 
business activities in such a way as to discount their disastrous effects upon 

their plans? 

, 1 . About the fundamental fault of the Marxian and all other undercon.- 

tion theories, cf. above, p. 29 s - . , . f ... 

17. About these currency and credit manipulations, cf. below. p| • / 4 
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Guided by the Marxian slogan “anarchy of production,” the present-day 
nonmonetary cycle doctrines explain the cyclical fluctuations of trade in 
terms of a tendency, allegedly inherent in the capitalist economy, to de¬ 
velop disproportionality in the size of investments made in various branches 
of industry. Yet even these disproportionality doctrines do not contest the 
fact that everv businessman is eager to avoid such mistakes, which must 
bring him serious financial losses. The essence of the activities of entre¬ 
preneurs and capitalists is precisely not to embark upon projects which 
they consider unprofitable. If one assumes that there prevails a tendency 
for businessmen to fail in these endeavors, one implies that all businessmen 
are short-sighted. They arc too dull to avoid certain pitfalls, and thus 
blunder again and again in their conduct*of affairs. The whole of society 
has to foot the bill for the shortcomings of the thick-headed speculators, 
promoters, and entrepreneurs. 

Now it is obvious that men arc fallible, and businessmen are certainly not 
free from this human weakness. Bur one should not forget that on the 
market a process of selection is in continual operation. There prevails an 
unceasing tendency to weed out the less efficient entrepreneurs, that is, 
those who fail in their endeavors to anticipate correctly the future de¬ 
mands of the consumers. If one group of entrepreneurs produces com¬ 
modities in excess of the demand of the consumers and consequently 
cannot sell these goods at remunerative prices and suffers losses, other 
groups who produce those things for which the public scrambles make all 
the greater profits. Some sectors of business arc distressed while others 
thrive. No general depression of trade can emerge. 

But the proponents of the doctrines we have to deal with argue differ¬ 
ently. They assume that not only the whole entrepreneurial class but all of 
the people arc struck with blindness. As the entrepreneurial class is not a 
closed social order to which access is denied to outsiders, as every enter¬ 
prising man is virtually in a position to challenge those who already belong 
to the class of entrepreneurs, as the history of capitalism provides innumer¬ 
able examples of penniless newcomers who brilliantly succecdc.d in em¬ 
barking upon the production of those goods which according to their own 
judgment were fitted to satisfy the most urgent needs of consumers, the 
assumption that all entrepreneurs regularly fall prey to certain errors 
tacitly implies that all practical men lack intelligence. It implies that no¬ 
body who is engaged in business and nobody who considers engaging in 
business if sonic opportunity is offered to him by the shortcomings of those 
already engaged in it, is shrewd enough to understand the real state of the 
market. But on the other hand the theorists, who are not themselves active 
in the conduct of affairs and merely philosophize about other people’s 
actions, consider themselves smart enough to discover the fallacies leading 
astray those doing business. These omniscient professors are never deluded 
by the errors which cloud the judgment of everyone else. They know 
precisely what is wrong with private enterprise. Their claims to be in- 
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vested with dictatorial powers to control business arc therefore fulls 

"SSL. ** — ■*- 

their erroneous procedures in spite . . s .u cm t | u - 

Let us examine briefly the two most popular varieties of I 

viceablcness for some time. As long as their 1 P nurchase of a new 
has acquired a piece abstains from replacing « > demand for new 

~ Tte. once ..I people tar. » <"*■ 

products dwindles. Business becomes bad. A rex i\*i p 
after the lapse of some time, the old houses, car,, refrigerators, and 
are worn out, and their owners must bux new ones. doctrine 

However, businessmen are as a rule to the 

assumes. They are intent upon ,[ count of the fact 

anticipated size of consumers demand. 1 h brcaJ and the manufac- 

that every day a housewife needs a nc • »n,uial sale of 

turers of coffins take into account the het t « • ^ . )cruK l. 

coffins cannot exceed the number of pcop c ttC ; . . . )ro ducts no 
The machine industry reckons with the average £ \ wU , rc ^ 

less than do the tailors, the shoemakers, t ic t here are. to be 

radio sets, and refrigerators, and the "ItetllLlurc lnine.ii 
sure, always promoters who in a mood of eccp 1 j ccls t | lc \ .natch 
overexpand their enterprises. In the purstattc «> ' ^ ^ inJu ;, r> . all j 

away factors of production from other p : n results in a 

from other branches of industry. Thus •hc.m^n.tm res ^ 

relative restriction of output in other he . • >( ||ic b forillcr all d the 

ing while others shrink until the unpr preceding boom 

profitability of the latter rearranges conditions Both the pree b 

and the following slump concern only J, l >art '’ l “ 1 ' . ' ■ kllo wn as the 

The second variety of these d.s,*ro,K.rt o~ K> d<-«rme , ^ ^ 

acceleration principle. A temporars rise t , )limllH litv concerned. If. 

inodity results in increased production <> • ,|„ s expansion 

then, demand later drops again, the mvestmen.^^.tiallv pern, 
of production appear as malinvcstmcn ■ J |f ^ Jcllial | d for ,|, c con- 
cious in the field of durable producers g - cs (hc equipment p 

sumers’ good a increases by i« per cent, nisii e ^ ^ jn fhc j cmalu | 

required for its production by i« per cent, h previous demand for />. 
for p is the more momentous in proporti i . I . . . , NmJ || c i 

the longer the duration of serviceableness of a piece of p is and 
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consequently the previous demand for the replacement of worn-out pieces 
of p was. If the life of a piece of p is 10 years, the annual demand for p for 
replacement was 10 per cent of the stock of p previously employed by the 
industry. The rise of 10 per cent in the demand for a doubles therefore the 
demand for p and results inaioo per cent expansion in the equipment r 
needed for the production of p. If then the demand for a stops increasing, 
co per cent of the production capacity of r remains idle. If the annual in¬ 
crease in the demand for a drops from io per cent to 5 per cent, 25 per cent 
of the production capacity of r cannot be used. 

The fundamental error of this doctrine is that it considers entrepreneur¬ 
ial activities as a blindly automatic response to the momentary state of de¬ 
mand. Whenever demand increases and renders a branch of business more 
profitable, production facilities are supposed instantly to expand in pro¬ 
portion. This view is untenable. Entrepreneurs often err. They pay heavily 
for their errors. But whoever acted in the way the acceleration principle 
describes would not be an entrepreneur, but a soulless automaton. Yet the 
real entrepreneur is a speculator,'* a man eager to utilize his opinion about 
the future structure of the market for business operations promising prof¬ 
its. This specific anticipativc understanding of the conditions of the un¬ 
certain future defies any rules and systematization. It can be neither taught 
nor learned. If it were different, everybody could embark upon entre¬ 
preneurship with the same prospect of success. What distinguishes the 
successful entrepreneur and promoter from other people is precisely the 
fact that he does not let himself be guided by what was and is, but arranges 
his affairs on the ground of his opinion about the future. He sees the past 
and the present as other people do; but he judges the future in a different 
way. In his actions he is directed by an opinion about the future which 
deviates from those held by the crowd. The impulse of his actions is that 
lie appraises the factors of production and the future prices of the com¬ 
modities which can be produced out of them in a different way from other 
people. If the present structure of prices renders very profitable the busi¬ 
ness of those who are today selling the articles concerned, their production 
will expand only to the extent that entrepreneurs believe that the favorable 
market constellation will last long enough to make new investments pay. 
If entrepreneurs do not expect this, even very high profits of the enter¬ 
prises already operating will not bring about an expansion. It is exactly this 
reluctance of the capitalists and entrepreneurs to invest in lines which they 
consider unprofitable that is violently criticized by people who do not 
comprehend the operation of the market economy. Technocratically 
minded engineers complain that the supremacy of the profit motive pre¬ 
vents consumers from being amply supplied with all those goods with 
which technological knowledge could provide them. Demagogues erv out 
against the greed of capitalists intent upon preserving scarcity. 

18. It is noteworthy that the same term is employed to signify the premedita¬ 
tion and the ensuing actions of the promoters and entrepreneurs and the purely 
academic reasoning of theorists that does not directly result in any action. 
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A satisfactory explanation of business fluctuations must no.be bulk: upon 
the fact that individual firms or groups of firms misjudge the f«unr me 
of the market and therefore make bad investments. The object* * of* ' 
trade cycle theory is the general upswing of bus,ness activ.ties the prop n 
sity to expand production in all branches of industry, and t ^ 

general depression. These phenon.ena cannot be brought about b> the J, 
that increased profits in some branches of bus,ness result m ^ " 

and a corresponding overproportional investment m the mdustr.es menu 
facturing the equipment needed for such an expansion. 

It is a very well known fact that the more the boon. £ 

harder it becon.es to buy machines and other equipment he P ms pw 
ducing these things arc overloaded w ith orders. Their cus 
a long time until the n.achines ordered are del,vered. Tins ekstl, 
that the producers' goods industries arc not so qu.ck >n the 
their own production facilities as the acceleration princp 1 •>' 

But even if. for the sake of argument, we « ere ready to admit that cap,^ 
talists and entrepreneurs behave in the way the disproportion , . 

describe, it remains inexplicable how they could go on 
credit expansion. The striving after such additions imts e ^ 

prices of the complementary factors of production and the 
on the loan market. These effects would curb the expans,on,st tendenc.es 

very soon if there were no credit expansion. . 

The supporters of the disproportion^ ity doctrines refer to 
currenccs in the field of farming as a confirmation o t eir lss j . 
cerning the inherent lack of provision on the part of private bu • • 
ever, it is impermissible to demonstrate characteristic 
competitive enterprise as operating in the market : cconoim I n 

conditions in the sphere of medium-size and small arming. • ^ ^ 

tries this sphere is institutionally removed from t ) c SU P ' 1 * . ,| K . 

market and the consumers. Government interference is cage » I ^ 

farmer against the vicissitudes of the market. I hese armers i < 
in a free market; they are privileged and pampered by |jh 

orbit of their production activities is a reservation, as it 
technological backwardness, narrow-minded obstinatv, am • j. 

ial inefficiency arc artificially preserved at the expense o 1 
tural strata of the people. If they blunder in their conduct o J ^ fo 
government forces the consumers, the taxpayers, am t u 

It is true that there is such a thing as the corn-bog c>«lc and 
happenings in the production of other farm products, ut t k 
such cycles is due to the fact that the penalties winch the mark applies 
against inefficient and clumsv entrepreneurs do not a ect a g • 
the farmers. These farmers are not answerable for 

they are the pet children of governments and politicians. i w0|||l| 

they would long since have gone bankrupt and their forme 
be operated by more intelligent people. 



XXI. WORK AND WAGES 


i. Introversivc Labor and Extroversivc Labor 


A man may overcome the disutility of labor (forego the enjoy¬ 
ment of leisure) for various reasons, 
i. He may work in order to make his mind and body strong, vigor¬ 
ous, and agile. The disutility of labor is not a price expended for 
the attainment of these goals; overcoming it is inseparable from the 
contentment sought. The most conspicuous examples arc genuine 
sport, practiced without any design for reward and social success; 
the search for truth and knowledge pursued for its own sake and not 
as a means of improving one’s own efficiency and skill in the perform¬ 
ance of other kinds of labor aiming at other ends. 1 2 

2. He may submit to the disutility of labor in order to serve God. 
He sacrifices leisure to please God and to be rewarded in the beyond 
by eternal bliss and in the earthly pilgrimage by the supreme delight 
which the certainty of having complied with all religious duties 
affords. (If, however, he serves God in order to attain worldly ends 
—his daily bread and success in his secular affairs—his conduct does 
not differ substantially from other endeavors to attain mundane ad¬ 
vantages by expending labor. Whether the theory guiding his conduct 
is correct and whether his expectations will materialize is irrelevant 
to the catallactic qualification of his mode of acting.-) 

b I Ic may toil in order to avoid greater mischief. He submits to 
the disutility of labor in order to forget, to escape from depressing 
thoughts and to banish annoying moods; work for him is, as it were, a 
perfected refinement of play. 1 his refined playing must not be con¬ 
fused with the simple games of children which arc merely pleasure- 
producing. (However, there are also other children’s games. Children 
too are sophisticated enough to indulge in refined play.) 

i. Cognition docs not aim at a goal beyond the act of knowing. What satisfies 
the thinker is thinking as such, not obtaining perfect knowledge, a coal inaccessi¬ 
ble to man. ° ° 

2. It is hardly necessary to remark that comparing the craving for knowledge 
and the conduct of a pious life with sport and plav docs not imply any disparage¬ 
ment of either. r/ ; r ’ 
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4. He may work because he prefers the proceeds he can earn by 

the very sake of march,ng. The mountam-chmber docs not 

simply to reach the peak, he wants to reach it bs cl '"^ o 

the rack railway which would bring him to the summ t more qe ^ 

and without trouble even though the fare ,s c ' P , |j bint , 

incurred by climbing (e.g., the guides J h * “‘'^or 2 

does not gratify him immediately; it invokes disut 

it is precisely overcoming the disutility of labor tha satishcs him. 

less exerting ascent would please him not better, ut c • 

We may”call the labor of classes ,, a and , .nm>vcrs,ve 
distinguish it from the exttovcrs.ve labor of dass 4. ^ cre __ 

introversive labor may bring about—as a >-p r ° , ()| ,|, e 

results for the attainment of which other peop e »o i' , | . 

disutility of labor. The devout may nurse sick people r " ^ 
reward-; the truth seeker, exclusively devoted ,0 the warch U r 
knowledge, may discover a practically useful device, 
introversive labor may influence the supply on the ■ » rk u. »»« 
rule catallactics is concerned only with cxtroversivc • „ ,|. 

The psychological problems raised by introversive la c _ 
tacticallyirrelevant. Seen from the point of view of 11 ^ 

versive labor is to be qualified as consumption, t' pi ' , 
rule requires not only the personal efforts of the md Ju Is,con, 
cerned, but also the expenditure of material factors <• 1 
the produce of other peoples' extroversivc, not iiiunce . ^ ratt j lC 
ing labor that must be bought by the payment « « a S ^ . ' sp „ | ., 

of religion requires places of worship and i I nn hes All 

requires diverse utensils and apparatus, trainers aiu 
these things belong in the orbit of consumption. 

2. Joy and Tedium of Labor 

Only extroversive, not immediately 8 ra,,t > r " , 8 1 of labor 
catallactic disquisition. 1 he characteristic m i : (s pc ,. 

is that it is performed for the sake of an end which is l*> ^ 

formance and the disutility which it involves, cop e jj„_ 

they want to reap the produce of labor. The labor Use f causes-J, 
utility. But apart from this disutility which is >r s ‘ ,nic NVor i < 

join upon man the urge to economize labor even i ns po 
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were not limited and he were able to perform unlimited work, special 
emotional phenomena sometimes appear, feelings of joy or tedium, 
accompanying the execution of certain kinds of labor. 

Both, the joy and the tedium of labor, are in a domain other than the 
disutility of labor. The joy of labor therefore can neither alleviate 
nor remove the disutility of labor. Neither must the joy of labor be 
confused with the immediate gratification provided by certain kinds 
of work. It is an attendant phenomenon which proceeds either from 
labor’s mediate gratification, the produce or reward-, or from some 
accessory circumstances. 

People do not submit to the disutility of labor for the sake of the joy 
which accompanies the labor, but for the sake of its mediate gratifica¬ 
tion. In fact the joy of labor presupposes for the most part the dis¬ 
utility of the labor concerned. 

The sources from which the joy of labor springs are: 

1. The expectation of the labor’s mediate gratification, the antici¬ 
pation of the enjoyment of its success and yield. The toiler looks at his 
work as a means for the attainment of an end sought, and the progress 
of his work delights him as an approach toward his goal. His joy 
is a foretaste of the satisfaction conveyed by the mediate gratification. 
In the frame of social cooperation this joy manifests itself in the con¬ 
tentment of being capable of holding one’s ground in the social or¬ 
ganism* and of rendering services w hich one’s fcllowmen appreciate 
either in buying the product or in remunerating the labor expended. 

I he worker rejoices because he gets self-respect and the consciousness 
of supporting himself and his family and not being dependent on other 
people’s mercy. 

2. In the pursuit of his work the worker enjoys the aesthetic ap¬ 
preciation of his skill and its product. This is not merely the con¬ 
templative pleasure of the man who view s things performed by other 
people. It is the pride of a man who is in a position to say: I know 
how to make such things, this is mv work. 

3. Having completed a task the worker enjoys the feeling of hav¬ 
ing successfully overcome all the toil and trouble involved. He is 
happy in being rid of something difficult, unpleasant, and painful, in 
being relieved for a certain time of the disutility of labor. His is the 
feeling of “I have done it.” 

4. Some kinds of work satisfy particular wishes. There are, for ex¬ 
ample, occupations which meet erotic desires—either conscious or 
subconscious ones. These desires may be normal or perverse. Also 
fetishists, homosexuals, sadists and other perverts can sometimes find 
in their work an opportunity to satisfy their strange appetites. There 
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are occupations-which are especially attractive to such P e °P^jj' r ; -| 

and blood-thirstiness luxuriantly thr.ve under various occup.mon 

d The various kinds of work offer different 

pearance of the joy of labor. These ^ 

more homogeneous in classes i and 3 than 

they arc more rarely present for class 4. tu tors nwv 

The joy of labor can be entirely absent, Ps>chic° r J 
eliminate it altogether. On the other hand one can purposely am. 

tssr ,- - z-zzzzjs 

enhancing the jov of labor. A great part o . • ^ c | \ 

organizers and leaders of armies of mercenaries 

Their task was easy as far as the profession o . F . , 

satisfactions of clad 4. However, these satisfactions do m « J'P 

on the arms-bearefs loyalty. They also come to 

his war-lord in the lurch and turns aga.nst him in the * u , s 

leaders. Thus the particular task of the employers of me e ■ 

to promote an esprit de corps and loyalty that cou d render their lure _ 

lings proof against temptations. 1 here were a so, <> ^ n;lv j cs 

did not bother about such impalpable matters, ji t • )lic j jciu . c ., 1U , 
of the eighteenth century the only means o g 

preventing desertion were barbarous punishments. • . s j n , r 

Modern industrialism was not intent upon des.g-.ee. 
the joy of labor. It relied upon the materia "’’F" H 

brought to its employees in their capacity as wago c..rnci> ■ 
as in their capacit/as consumers and buyers of ^ 

of the fact that job-scckcrs thronged to t k 1 rcso ,t 

scrambled for the manufactures, there seemed to >c 
to special devices. The benefits which the masses derned from ^ ^ 
capitalist system were so obvious that no cntrcprcnc uJ , 

necessary to harangue the workers with proc.ipi a j t j K 

Modem capitalism is essentially mass production«r ^ ^ ^ plc 
masses. The buyers of the products arc by and . D ... . J, cs 
who as wage earners cooperate in their manufacturii . *• * vc _ 

provided dependable information to the employer a >m ( 

ment of the masses’ standard of living. He did not 
feelings of his employees as workers. 1 le was exch.siveh mum up 
serving them as consumers. Even today, in face of the «n«* 1 ^“ 
and fanatical anticapitalist propaganda, there is 'au \ • . 

1 ThifamLpitalist propaganda is a systematic scheme for the sub- 
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stitution of tedium for the joy of labor. The joy of labor of classes 
1 and 2 depends to some extent on ideological factors. The worker 
rejoices in his place in society and his active cooperation in its pro¬ 
ductive effort. If one disparages this ideology and replaces it by 
another which represents the wage earner as the distressed victim 
of ruthless exploiters, one turns the joy of labor into a feeling of 
disgust and tedium. 

No ideology, however impressively emphasized and taught, can 
affect the disutility of labor. It is impossible to remove or to alleviate 
it by persuasion or hypnotic suggestion. On the other hand it cannot 
be increased bv words and doctrines. The disutility of labor is a 
phenomenon unconditionally given. The spontaneous and carefree 
discharge of one's own energies and vital functions in aimless freedom 
suits everybody better than the stern restraint of purposive effort. 
1 he disutility of labor also pains a man who with heart and soul and 
even with self-denial is devoted to his work. He too is eager to reduce 
the lump of labor if it can be done without prejudice to the mediate 
gratification expected, and he enjoys the joy of labor of class 3. 

However, the joy of labor of classes 1 and 2 and sometimes even that 
of class 3 can be eliminated by ideological influences and be replaced 
by the tedium ot labor. 1 he worker begins to hate his work if he 
becomes convinced that what makes him submit to the disutility of 
labor is not his own higher valuation of the stipulated compensation, 
but merely an unfair social system. Deluded by the slogans of the 
socialist propagandists, he fails to realize that the disutility of labor is 
an inexorable fact ot human conditions, something ultimately given 
that cannot be removed by devices or methods of social organization. 
I Ic falls prey to the Marxian fallacy that in a socialist commonwealth 
work will arouse not pain but pleasure. 3 

I he fact that the tedium of labor is substituted for the jov of labor 
affects the valuation neither of the disutility of labor nor of*the prod¬ 
uce ot labor. Both the demand for labor and the supplv of labor 
remain unchanged. For people do not work for the sake of labor's 
joy, but tor the sake of the mediate gratification. What is altered is 
merely the worker s emotional attitude. His work, his position in the 
complex of the social division of labor, his relations to other members 
of society and to rhe w hole of society appear to him in a new light. He 
pines himself as the defenseless victim of an absurd and unjust system. 
He becomes an ill-humored grumbler, an unbalanced personality, an 
easy prey to all sorts of quacks and cranks. To be joyful in the per- 

3. Engels, Herm Eugen minings Unru\ilznng der W its enschaft (7th cd. 
Stuttgart, 1910), p. 317. 
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formancc of ones tasks and in overcoming the disutility of labor 
makes people cheerful and strengthens their energies and vital forces. 
To feel tedium in working makes people morose and neurotic. A 
commonwealth in which the tedium of labor prevails is an assemblage 
of rancorous, quarrelsome, and wrathful malcontents. 

However, with regard to the volitional springs for overcoming the 
disutility of labor, the role played by the joy and the tedium of labor 
is merely accidental and supererogatory. 1 here cannot be any question 
of making people work for the mere sake of the joy of labor. 1 he joy 
of labor is no substitute for the mediate gratification of labor. 1 he onl\ 
means of inducing a man to work more and better is to offer him a 
higher reward. It is vain to bait him with the joy of labor. W hen the 
dictators of Soviet Russia, Nazi Germany, and Fascist Italy tried to 
assign to the joy of labor a definite function in their system of produc¬ 
tion, they saw their expectations blighted. 

Neither the joy nor the tedium of labor can influence the amount 
of labor offered on the market. As far as these feelings arc present 
with the same intensity in all kinds of work, the case is obvious. But 
it is the same with regard to joy and tedium which are conditioned 
by the particular features of the work concerned or the particular 
character of the worker. Let us look, for example, at the joy of c lass 
4 - The eagerness of certain people to get jobs which offer an oppoi 
tunity for the enjoyment of these particular satisfactions tends to 
lower wage rates in this field. But it is precisely this effect that makes 
other people, less responsive to these questionable pleasures, prefer 
other sectors of the labor market in which they can earn more. 1 luis 
an opposite tendency develops which neutralizes the first one. 

The joy and the tedium of labor arc psychological phenomena 
which influence neither the individual’s subjective valuation of the 
disutility and the mediate gratification of labor nor the price paid 
for labor on the market. 


3- Wages 

1 -abor is a scarce factor of production. As such it is sold and bought 
on the market. The price paid for labor is included in the price allow ed 
for the product or the services if the performer of the work is the 
ttfikr of the product or the services. If bare labor is sold and bought 
M such » either by an entrepreneur engaged in production for sate or 
by a consumer eager to use the services rendered for his own consump- 
fi°n, the price paid is called wages. 

For acting man his own labor is not merely a factor of pioi l,cr,on 
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but also the source of disutility; he values it not only with regard to 
the mediate gratification expected but also with regard to the dis¬ 
utility it causes. But for him, as for everyone, other people’s labor as 
offered for sale on the market is nothing but a factor of production. 
Man deals with other people’s labor in the same way that he deals with 
all scarce material factors of production. He appraises it according 
to the principles he applies in the appraisal of all other goods. The 
height of wage rates is determined on the market in the same way in 
which the prices of all commodities arc determined. In this sense we 
may sav that labor is a commodity. The emotional associations which 
people, under the influence of Marxism, attach to this term do not 
matter. It suffices to observe incidentally that the employers deal with 
labor as they do with commodities because the conduct of the con¬ 
sumers forces them to proceed in this way. 

It is not permissible to speak of labor and wages in general without 
resorting to certain restrictions. A uniform type of labor or a general 
rate of wages do not exist. Labor is very different in quality, and 
each kind of labor renders specific services. Kach is appraised as a 
complementary factor for turning out definite consumers’ goods and 
services. Between the appraisal of the performance of a surgeon and 
that of a stevedore there is no direct connection. But indirectly each 
sector of the labor market is connected with all other sectors. An in¬ 
crease in the demand for surgical services, however great, will not 
make stevedores flock into the practice of surgery. Vet the lines be¬ 
tween the various sectors of the labor market arc not sharply drawn. 
I here prevails a continuous tendency for workers to shift from their 
branch t<» other similar occupations in which conditions seem to offer 
better opportunities. Thus finally every change in demand or supply 
•n one sector affects all other sectors indirectly. All groups indirectly 
compete with one another. If more people enter the medical profes¬ 
sion, men are withdrawn from kindred occupations who again arc 
replaced by an inflow of people from other branches and so on. In 
this sense there exists a conncxitv between all occupational groups 
however different the requirements in each of them may be. There 
again we are faced with the fact that the disparity in the quality of 
work needed for the satisfaction of wants is greater than the diversity 
in men’s inborn ability to perform work.* 

Conncxitv exists not only between different types of labor and 
the prices paid for them but no less between labor and the material 
factors of production. Within certain limits labor can be substituted 
for material factors of production and vice versa. The extent that such 
4. Cf. above, pp. 13 3 "* 35 - 
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substitutions are resorted to depends on the height of wage rates and 
the prices of material factors. 

The determination of wage rates—like that of the prices of material 
factors of production—can he achieved only on the market. I here 
is no such thing as nonmarket wage rates, just as there arc no non- 
market prices. As far as there arc wages, labor is dealt with like any 
material factor of production and sold and bought on the market. It 
is usual to call the sector of the market of producers goods on \\ hich 
labor is hired the labor market. As with all other sectors of the market, 
the labor market is actuated by the entrepreneurs intent upon making 
profits. Each entrepreneur is eager to buy all the kinds of specific labm 
he needs for the realization of his plans at the cheapest price. But the 
wages he offers must be high enough to take the workers away from 
competing entrepreneurs. The upper limit of his bidding is determined 
by anticipation of the price he can obtain for the increment in salab e 
goods he expects from the employment of the worker concerned. 
The lower limit is determined by the bids of competing entrepreneurs 
who themselves arc guided by analogous considerations. It is this that 
economists have in mind in asserting that the height of wage rates foi 
each kind of labor is determined by its marginal productivity. An¬ 
other way to express the same truth is to sav that w age rates are de¬ 
termined by the supply of labor and of material factors of production 
on the one hand and by the anticipated future prices of the consumers 
goods. 

This catallactic explanation of the determination of wage rates has 
been the target of passionate but entirely erroneous attacks. It has 
been asserted that there is a monopoly of the demand for labor... °st 
of the supporters of this doctrine think that they have sufficient \ 
proved their case by referring to some incidental remarks of Adam 
Smith concerning sort of tacit but constant and uniform combina¬ 
tion" among employers to keep wages down.'* Others refei in ' ague 
terms to the existence of trade associations of various groups of busi¬ 
nessmen. The emptiness of all this talk is evident. I low ever, the fact 
that these garbled ideas arc the main ideological foundation of labor 
unionism and the labor policy of all contemporary governments makes 
it necessary to analyze them with the utmost care. 

The entrepreneurs are in the same position with regard to the sellers 
of labor as they are with regard to the sellers of the material factors of 
production. They arc under the necessity of acquiring all factors of 

S- Cf. Adam Smith. An Inquiry into the Nature ami Causes of the Wealth>of 
Nations (Basic. .79,). vo |. I. Bk. I. chan. viii. n. 100. Adam Smith h.mscl 
to have unconsciously given up the idea. Cf. W. 1 1 . I lull. The Theory of i.oiu 
t>ve Bargaining (London, 1930). pp. 24-25. 
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production at the cheapest price. But if in the pursuit of this en¬ 
deavor some entrepreneurs, certain groups of entrepreneurs, or all 
entrepreneurs offer prices or wage rates which are too low, i.e., do not 
agree with the state of the unhampered market, they will succeed 
in acquiring what they want to acquire only if entrance into the 
ranks of entrepreneurship is blocked through institutional barriers. 
If the emergence of new entrepreneurs or the expansion of the activi¬ 
ties of already operating entrepreneurs is not prevented, any drop 
in the prices of factors of production not consonant with the structure 
of the market must open new chances for the earning of profits. There 
will be people eager to take advantage of the margin between the 
prevailing wage rate and the marginal productivity of labor. Their 
demand for labor will bring wage rates back to the height conditioned 
!>>’ labor’s marginal productivity. The tacit combination among the 
employers to which Adam Smith referred, even if it existed, could 
not lower wages below the competitive market rate unless access to 


entrepreneurship required not only brains and capital (the latter al¬ 
ways available to enterprises promising the highest returns), but in 
addition also an institutional title, a patent, or a license, reserved to 
a class of privileged people. 

It has been asserted that a job-seeker must sell his labor at any price, 
how ever low, as he depends exclusively on his capacity to work and 
has no other source of income. He cannot wait and is forced to content 
himself with any rew ard the employers are kind enough to offer him. 

1 lus inherent weakness makes it easy for the concerted action of the 
masters to lower wage rates. They can, if need be, wait longer, as 
their demand for labor is nor so urgent as the worker’s demand for 
subsistence. I he argument is defective. It takes it for granted that the 
employers pocket the difference between the marginal-productivity 
w age rate and the lower monopoly rate as an extra monopoly gain and 
do not pass it on to the consumers in the form of a reduction in prices, 
lot »t they were to reduce prices according to the drop in costs of 
production, they, in their capacity of entrepreneurs and sellers of 
the products, would derive no advantage from cutting wages. The 
w hole gain would go to the consumers and thereby also to the wage- 
earners in their capacity as buyers; the entrepreneurs themselves would 
be benefited only as consumers. However, to retain the extra profit 
resulting from the “exploitation” of the workers’ poor bargaining 
power would require concerted action on the part of employers in 
their capacity as sellers of the products. It would require a universal 
monopoly of all kinds of production activities which can be ere- 
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ated only by an institutional restriction of access to entrepreneurship. 

The essential point of the matter is that the alleged monopolistic 
combination of the employers about which Adam Smith and a great 
part of public opinion speak would be a monopoly of demand. But 
we have already seen that such alleged monopolies of demand arc in 
fact monopolies of supply of a particular character. The employers 
would be in a position enabling them to lower wage rates by concerted 
action only if they were to monopolize a factor indispensable f«>r 
every kind of production and to restrict the employment of this factor 
in a monopolistic way. As there is no single material factor indispen¬ 
sable for every kind of production, they would have to monopoli/c 
all material factors of production. This condition would be present 
only in a socialist community, in which there is neither a market 


nor prices and wage rates. 

Neither would it be possible for the proprietors of the material 
factors of production, the capitalists and the landowners, to combine 
in a universal cartel against the interests of the workers. I he charactci - 
istic mark of production activities in the past and in the foreseeable 
future is that the scarcity of labor exceeds the scarcity of most of 
the primary, nature-given material factors of production. 1 he com¬ 
paratively greater scarcity of labor determines the extent to which 
the comparatively abundant primary natural factors can be utilized. 
There is unused soil, there arc unused mineral deposits and so on be¬ 
cause there is not enough labor available for their utilization. It the 
owners of the soil that is tilled today were to form a cartel in order to 
reap monopoly gains, their plans would be frustrated by the compe¬ 
tition of the owners of the submarginal land. The owners of the 
produced factors of production in their turn could not combine in a 
comprehensive cartel without the cooperation of the owners of tire 


primary factors. 

Various other objections have been advanced against the doctiinc 
of the monopolistic exploitation of labor by a tacit or avowed com¬ 
bine of the employers. It has been demonstrated that at no time and 
at no place in the unhampered market economy can the existence of 
such cartels be discovered. It has been shown that it is not true that 
the job-seekers cannot wait and arc therefore under tire necessity of 
accepting any wage rates, however low-, offered to them by the em¬ 
ployers. It is not true that every unemployed worker is faced w ith 
starvation; the workers too have reserves and can wait; the proof is 
that they really do wait. On the other hand waiting can be financially 
ruinous to the entrepreneurs and capitalists too. If they cannot employ 
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their capital, they suffer losses. Thus all the disquisitions about an 
alleged “employers' advantage" and “workers* disadvantage" in bar¬ 
gaining arc w ithout substance/’ 

But these are secondary and accidental considerations. I he central 
fact is that a monopoly of the demand for labor cannot and docs not 
exist in an unhampered market economy. It could originate only as 
an outgrowth of institutional restrictions of access to entrepreneur- 
ship. 

Vet one point must be stressed. The doctrine of the monopolistic 
manipulation of wage rates by the employers speaks of labor as it it 
were a homogeneous entitv. It deals with such concepts as demand 
for "labor in general" and supply of "labor in general." But such 
notions have, as has been pointed out already, no counterpart in 
realitv. What is sold and bought on the labor market is not "labor in 
general," but definite specific labor suitable to render definite services. 
I'.ach entrepreneur is in search of w orkers w ho arc fitted to accomplish 
those specific tasks which he needs for the execution of his plans. Me 
must withdraw these specialists from the employments in which they 
happen to work at the moment. The only means he has to achieve 
this is to offer them higher pav. Fverv innovation which an entre¬ 
preneur plans the production of a new article, the application of a 
new process of production, the choice of a new location for a specific 
branch or simply the expansion of production already in existence 
cither m his own enterprise or in other enterprises—requires the 
emplox 11lent of workers hitherto engaged somew here else. The entre- 
preneurs are not merely faced with a shortage of "labor in general." 
but with a shortage of those specific types of labor thev need for 
• heir plants. I he competition among the entrepreneurs in bidding for 
t he most suitable hands is no less keen than their competition in bidding 
for the required raw materials, tools, and machines and in their bidding 
for capital on the capital and loan market. 1 he expansion of the activi¬ 
ties of the itnlix idual firms as well as of the whole societx* is not onlx" 
limited by the amount of capital goods available and of the supply 
of "laboi in gcncial." In each branch of production it is also limited 
by the available supply of specialists. I his is. of course, onlx* a tem¬ 
porary obstacle xv hich x anishes in the long run when more x\ orkers, 
attracted by the higher pay of the specialists in comparatively under¬ 
manned branches. x\ ill have trained themselves for the special tasks 
concerned. Bur in the changing economy such a scarcitv of specialists 

6 . All these and inanv other points arc cnrcfullv nnalvzcd !>\ 1 futt, op. i'it 
PP- 55-72- 
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emerges anew daily and determines the conduct of employers in 
their search for workers. 

Every employer must aim at buying the factors of production 
needed, inclusive of labor, at the cheapest price. An employer u ho 
paid more than agrees with the market price of the services his em¬ 
ployees render him, would be soon removed from his entrepreneurial 
position. On the other hand an employer who tried to reduce wage 
rates below the height consonant with the marginal productivity of 
labor would not recruit the type of men that the most efficient uti i/a- 
tion of his equipment requires. There prevails an inevitable tendenc) 
for w age rates to reach the point at which they are equal to the price 
of the marginal product of the kind of labor in question. It wage 
rates drop below this point, the gain derived from the employment 
of every additional worker will increase the demand tor labor and thus 
make wage rates rise again. If wage rates rise above this point, the 
loss incurred from the employment of every worker will force the 
employers to discharge workers. The competition of the unemplox a 
for jobs will create a tendency for wage rates to drop. 


4. Catallactic Unemployment 

If a job-seeker cannot obtain the position he prefers, he must look 
for another kind of job. If he cannot find an employer ready to pay 
him as much as he would like to earn, he must abate his pretensions, 
he refuses, he will not get any job. He remains unemployed. 

What causes unemployment is the fact that—contrary to the ;ib«»\ c- 
mentioned doctrine of the worker's inability to wait—those eager to 
earn w ages can and do wait. A job-seeker who docs not want to wait 
will always get a job in the unhampered market economy m which 
there is always unused capacity of natural resources and very often 
also unused capacity of produced factors of production. It is only 
necessary for him cither to reduce the amount of pay he i' asking tor 


or to alter his occupation or his place of work. 

I here were and still arc people who work only for some time aiu 
then live for another period from the savings they have accumulate* 
hv working. In countries in which the cultural state of the masses 
is low', it is often difficult to recruit workers w ho are iead\ to sta\ 
on the job. The average man there is so callous and inert that he know s 
of no other use for his earnings than to buy some leisure time. He 
works only in order to remain unemployed for some time. 

It is different in the civilized countries. Here the workei loo s 
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upon unemployment as an evil. He would like to avoid it provided 
the sacrifice required is not too grievous. He chooses between employ¬ 
ment and unemployment in the same way in which he proceeds in all 
other actions and choices: he weighs the pros and cons. If he chooses 
unemployment, this unemployment is a market phenomenon whose 
nature is not different from other market phenomena as they appear 
in a changing market economy. We may call this kind of unemploy¬ 
ment market-generated or catallactic unemployment. 

The various considerations which mav induce a man to decide tor 
unemployment can be classified in this way: 

i. The individual believes that he will find at a later date a re¬ 
munerative job in his dwelling place and in an occupation which he 
likes better and for which he has been trained. He seeks to avoid the 
expenditure and other disadvantages involved in shifting from one 
occupation to another and from one geographical point to another. 
There may be special conditions increasing these costs. A worker who 
owns a homestead is more firmly linked with the place of his residence 
than people living in rented apartments. A married woman is less 
mobile than an unmarried girl. I hen there arc occupations which im¬ 
pair the worker’s ability to resume his previous job at a later date. 
A watchmaker who works for some time as a lumberman may lose 
the dexterity required for his previous job. In all these cases the 
individual chooses temporary unemployment because he believes that 
this choice pays better in the long run. 

:. I here are occupations the demand for which is subject to con¬ 
siderable seasonal variations. In some months of the vear the demand 
i'' 'cry intense, in other months it dwindles or disappears altogether. 
I Ik- structure of wage rates discounts these seasonal fluctuations. 
I he branches ot industry subject to them can compete on the labor 
market onl\ it the wages they pay in the good season are high enough 
n> indemnity the w age earners for the disadvantages resulting from the 
seasonal irregularit\ in demand. 1 hen main of the workers, having 
saved a part ol their ample earnings in the good season, remain un¬ 
employed in the bad season. 

>' I he indi\ idual chooses temporary unemployment for considera¬ 
tions which in popular speech are called noneconomic or even irra¬ 
tional. He does not take jobs w hich are incompatible with his reli¬ 
gious. moral, and political convictions. He shuns occupations the 
exeicise ot which would impair his social prestige. 1 le lets himself be 
guided by traditional standards ot what is proper for a gentleman and 
what is unworthy. He does not want to lose face or caste. 

Unemployment in the unhampered market is always voluntary. 
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In the eyes of the unemployed man, unemployment is the minor 
of two evils between which he has to choose. \ he structure of the 
market may sometimes cause wage rates to drop. But, on the un¬ 
hampered market, there is always for each type of labor a rate at 
which all those eager to work can get a job. I he final wage rate is 
that rate at which all job-seekers get jobs and all employers as many 
workers as they want to hire. Its height is determined by the marginal 
productivity of each type of work. 

Wage rate fluctuations are the device bv means of which the 
sovereignty of the consumers manifests itself on the labor market. 
They are the measure adopted for the allocation of labor to the various 
branches of production. They penalize disobedience by cutting wage 
rates in the comparatively overmanned branches and recompense 
obedience by raising w age rates in the comparatively undermanned 
branches. They thus submit the individual to a harsh social pressure. 
It is obvious that they indirectly limit the individual's freedom to 
choose his occupation. But this coercion is not rigid. It leaves to the 
individual a margin in the limits of which he can choose between w hat 
suits him better and what less. Within this orbit he is free to act of 
his own accord. This amount of freedom is the maximum of freedom 
that an individual can enjoy in the framework of the social division 
of labor, and this amount of coercion is the minimum of coercion 
that is indispensable for the preservation of the system of social co¬ 
operation. There is only one alternative left to the catnllactic pressure 
exercised by the w ages system: the assignment of occupations and 
jobs to each individual by the peremptory decrees of an authority. 
a central board planning all production activities. I his is tantamount 
to the suppression of all freedom. 

It is true that under the wages system the individual is not free to 
choose permanent unemployment. But no other imaginable social 
system could grant him a right to unlimited leisure. I hat man cannot 
avoid submitting to the disutility of labor is not an outgrow th of am 
social institution. It is an inescapable natural condition of human life 
and conduct. 

It is not expedient to call catallactic unemployment in a mctaphoi 
borrowed from mechanics “frictional” unemployment. In the 
imaginary construction of the evenly rotating cconoim there is no 
unemployment because we have based this construction on such an 


assumption. Unemployment is a phenomenon of a changing cc»nom\. 
T he fact that a w orker discharged on account of changes occurring 
in the arrangement of production processes does not instantly take 
advantage of every opportunity to get another job but waits for a 



Human Action 


598 

more propitious opportunity is not a consequence of the tardiness ot 
the adjustment to the change in conditions, but is one of the factors 
slow ini; down the pace of this adjustment. It is not an automatic reac¬ 
tion to the changes which have occurred, independent of the will and 
the choices of the job-seekers concerned, but the effect of their inten¬ 
tional actions. It is speculative, not frictional. 

Catallactic unemployment must not be confused with institutional 
uncn/ploxwcnt. Institutional unemployment is not the outcome ot 
the decisions of the individual job-seekers. It is the effect of inter¬ 
ference with the market phenomena intent upon enforcing by co¬ 
ercion and compulsion w age rates higher than those the unhampered 
market would have determined. 1 he treatment of institutional un¬ 
employment belongs to the analysis of the problems of intervention¬ 
ism. 


(iross W age Kates and Net W age Kates 

W hat the employer buys on the labor market and what he gets 
in exchange for the w ages paid is alw avs a definite performance which 
he appraises according to its market price. The customs and usages 
prevailing on the various sectors of the labor market do not influence 
the prices paid for definite quantities of specific performances, (iross 
wage rates always tend toward the point at which they arc equal 
to the price for which the increment resulting from the employment 
of the marginal worker can be sold on the market, due allowance being 
made for the price of the required materials and to originary interest 
on the capital needed. 

In weighing the pros and cons of the hiring of workers the cm* 
p!o\ ei does not ask himself what the worker gets as take-home wages. 
I he onlv relevant question for him is: What is the total price I have 
to expend for securing the services of this worker- In speaking of 
the determination of wage rates catallactics always refers to the total 
pi ice w Inch tlie emplov ei must spend for a definite quantity of w ork 
of a definite type, i.c., to gross wage rates. If laws or business customs 
force the emplov cr to make other expenditures besides the w ages 
he pays to the employee, the take-home waives are reduced accord¬ 
ingly. Such accessorv expenditures do not affect the gross rate of 
wages. I heir incidence falls entirely upon the wage-earner. Their 
total amount reduces the height of take-home wages, i.c., of net 
w age rates. 

It is necessary to realize the follow ing consequences of this state of 
affairs: 

1. It docs not matter whether wages are time wages or piecework 
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wages. Also where there are time wages, the employer takes only one 
thing into account; namely, the average performance he expects to 
obtain from each worker employed. His calculation discounts all the 
opportunities time work offers to shirkers and cheaters He discharge 
workers who do not perform the minimum expected. On the .. Her 
hand a worker eager to earn more must either shift to piecework or 
seek a job in which pay is higher because the minimum of achievement 

* Neither does it matter on an unhampered labor market « hether tunc 
wages are paid daily, weekly, monthly, or as annual wages. It does 
not matter whether the time allow ed for notice : <> isc urge is •> ^ 
or shorter, whether agreements are made for definite periods o, ... 
the worker’s life time, whether the employee .s entitled to rct'iemcn 
and a pension for himself, his widow, and his orp ans, to pat < 
paid vacations, to certain assistance in case of illness or in\ a 1 isi 
to any other benefits and privileges. The question the employcr lace 
is always the same: Does it or docs it not pay for me to enter into suc h 
a contract? Don’t 1 pay too much for what I am getting in return- 

2. Consequently the incidence of all so-called soc.a burdens and 
gains ultimately falls upon the worker s net " age rates, t is n c c . 
whether or not the employer is entitled to deduct the contributions 
to all kinds of social security from the wages he pays in cash to 
employee. At any rate these contributions burden the enip owe. 

the employer. ... rrti _ 

3. The same holds true with regard to taxes on wages Here 
it does not matter whether the employer has or has not t k rig 


deduct them from take-home wages. 

4- Neither is a shortening of the hours of work a free gitc wito. 
worker. If he docs not compensate for the shorter hours o w o 
increasing his output accordingly, time wages w ill drop coircsji 
ingly. If the law decreeing a shortening of the hours o wor | 
hibits such a reduction in wage rates, all the consequences • 
government-decreed rise in wage rates appear. 1 he same is \ a i 
regard to all other so-called social gains, such as paid vacations a. k 
so on. . . 

5. If the government grants to the employe* .1 subsu \ Ior 
employment of certain classes of workers, their take-home w ages . c 
increased by the total amount of such a subsidy. 

6. If the authorities grant to every employed worker whose owi 
earnings lag behind a certain minimum standard an allowance r.usii* 
his income to this minimum, the height of w age rates is not k irct > 
affected. Indirectly a drop in wage rates could possibly result as 
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as this system could induce people who did not work before to seek 
jobs and thus bring about an increase in the supply of labor. 7 


6. Wages and Subsistence 


The life of primitive man was an unceasing struggle against the 
scantiness of the nature-given means for his sustenance. In this des¬ 
perate effort to secure bare survival, many individuals and w hole 
families, tribes, and races succumbed. Primitive man was always 
haunted bv the specter of death from starvation. Civilization has freed 
us from these perils. I luman life is menaced dav and night by innumer¬ 
able dangers; it can be destroyed at any instant by natural forces 
which are beyond control or at least cannot be controlled at the 
present stage of our knowledge and our potentialities. But the horror 
of starvation no longer terrifies people living in a capitalist society. 
He who is able to work earns much more than is needed for bare 


sustenance. 

There are also, of course, disabled people who arc incapable of 
work. Then there are invalids who can perform a small quantity of 
work; but their disability prevents them from earning as much as 
normal workers do; sometimes the wage rates they could earn are so 
low that they could not maintain themselves. These people can keep 
body and soul together only if other people help them. The next of 
km. friends, the charity of benefactors and endowments, and com¬ 
munal poor relief take care of the destitute. Alms-folk do not co¬ 
operate m the social process of production; as far as the provision of 
ihe means for the satisfaction of wants is concerned, they do not act; 
they live because other people look after them. The problems of poor 
relief are problems of the arrangement of consumption, not of the 
arrangement of production activities. They are as such beyond the 
frame of a theory of human action which refers only to the provision 
of the means required tor consumption, not to the w av in which these 
means are consumed, (.atallactic theorv deals with the methods 
adopted tor the charitable support of the destitute only as far as thev 
can possibly affect the supply of labor. It has sometimes happened that 
the policies applied in poor relief have encouraged unwillingness to 
work and the idleness of able-bodied adults. 


?. In the last years of the eighteenth centurv, amidst the distress produced bv 
the protracted war with Trance and the inflationary methods of financing it. 
Tngland resorted to this makeshift (the Spccnhamland system). The real aim was 
to prevent agricultural workers from leaving their jobs and going into the 
factories where they could earn more. I he Specnhamland system was thus a 
disguised subsidy for the landed gentry saving them the expense of higher wages. 
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In the capitalist society there prevails a tendency toward a steady 
increase in the per capita quota of capital invested. I he accumula¬ 
tion of capital soars above the increase in population figures. Con¬ 
sequently the marginal productivity of labor, wage rates, and the u age 
earners’ standard of living tend to rise continually. But this improve¬ 
ment in well-being is not the manifestation of the operation of an in¬ 
evitable law of human evolution; it is a tendency resulting from the 
interplay of forces which can freely produce their effects only under 
capitalism. It is possible and, if we take into account the direction of 
present-day policies, even not unlikely that capital consumption on the 
one hand and an increase or an insufficient drop in population figures on 
the other hand will reverse things. Then it could happen that men w ill 
again learn literally what starvation means and that the relation of the 
quantity of capital goods available and population figures u ill become 
so unfavorable as to make part of the workers earn less than a bare 
subsistence. The mere approach to such conditions would certainly 
cause irreconcilable dissensions within society, conflicts the violence 
of which must result in a complete disintegration of all societal bonds. 
The social division of labor cannot be preserved if part of the co¬ 
operating members of society arc doomed to earn less than a b.uc 
subsistence. 


The notion of a physiological minimum of subsistence to which 
the “iron law of wages” refers and which demagogues put forward 
again and again is of no use for a catallactic theory of the determina¬ 
tion of wage rates. One of the foundations upon which social co¬ 
operation rests is the fact that labor performed according to the 
principle of the division of labor is so much more productive than 
the efforts of isolated individuals that able-bodied people arc not 
troubled by the fear of starvation which daily threatened their fou 
bears. Within a capitalist commonwealth the minimum of subsistence 
plays no catallactic role. 

Furthermore, the notion of a physiological minimum of subsistence 
lacks that precision and scientific rigor which people have ascribed to 
it- Primitive man, adjusted to a more animal-like than human existence. 
could keep himself alive under conditions which are literally unbeli¬ 
able to his dainty scions pampered by capitalism. 1 here is no such 
thing as a physiologically and biologically determined minimum of 
subsistence, valid for every specimen of the zoological species homo 
sapiens. No more tenable is the idea that a definite quantity of calories 
is needed to keep a man healthy and progenitive, and a further definite 
quantity to replace the energy expended in working. I he appeal to 
such notions of cattle breeding and the vivisection of guinea pig- does 
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not aid the economist in his endeavors to comprehend the problems 
of purposive human action. The “iron law of wages" and the essen¬ 
tially identical Marxian doctrine of the determination of "the value 
of labor power" by “the working time necessary for its production, 
consequently also for its reproduction," s arc the least tenable of all 
that has ever been taught in the field of catallactics. 

Vet it was possible to attach some meaning to the ideas implied in 
the iron law of wages. If one secs in the wage earner merely a chattel 
and believes that lie plays no other role in society, if one assumes that 
he aims at no other satisfaction then feeding and proliferation and 
does not know of any employment for his earnings other than the 
procurement of those animal satisfactions, one may consider the iron 
law as a thcorv of the determination of wage rates. In fact the classical 
economists, frustrated by their abortive value theory, could not think 
of anv other solution of the problem involved. For Torrens and 
Ricardo the theorem that the natural price of labor is the price which 
enables the w age earners to subsist and to perpetuate their race, with¬ 
out any increase or diminution, was the logically inescapable inference 
from their untenable value theory. But when their epigones saw that 
they could no longer satisfy themselves with this manifestly pre¬ 
posterous law. they resorted to a modification of it which was tanta¬ 
mount to a complete abandonment of anv attempt to provide an 
economic explanation of the determination of wage rates. 1‘hcy tried 
to preserve the cherished notion of the minimum of subsistence by 
substituting the concept of a “social" minimum for the concept of a 
physiological minimum. They no longer spoke of the minimum re¬ 
quired for the necessary subsistence of the laborer and for the preser- 
\ati«»n of an undiminished supply of labor. They spoke instead of the 
minimum required for the preservation of a standard of living 
sanctified by historical tradition and inherited customs and habits. 
While dail\ experience taught impressively that under capitalism real 
wage rates and the wage earners' standard of living were steadily 
rising, while it became from day to day more obvious that the tradi¬ 
tional walls separating the various strata of the population could no 
longer be preserved, because the social improvement in the conditions 
of the industrial workers demolished the vested ideas of social rank 
and dignity, these doctrinaires announced that old customs and social 
convention determine the height of w age rates. Only people blinded 

H. (.f. Marx, Das Kjpir.il (~th cd. I laminin;. 1914). I. 1?;. In the Connnunist 
Manifesto (Section II) Marx and lngcls formulate their doctrine in this way: 
" I he average price of wage labor is the minimum wage. i.e.. that quantum of 
means of subsistence which is absolutely required to keep the laborer in bare ex¬ 
istence as laborer." It ‘‘merely suffices to prolong and reproduce a bare existence." 
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by preconceived prejudices and party bias could resort to such an 
explanation in an age in which industry supplies the consumption of 
the masses again and again with new commodities hitherto unknow n 
and makes accessible to the average worker satisfactions of which no 

king could dream in the past. . 

if is not especially remarkable that the Prussian Historical School 
of the uirtschaftliche Staatsnissensch.iftcn viewed wage rates no Ic-s 
than commodity prices and interest rates as "historical categories 
and that in dealing with wage rates it had recourse to t ie conccp " 
“income adequate to the individual's hierarchical station in the social 
scale of ranks." It was the essence of the teachings of this school o 
deny the existence of economics and to substitute histon or i . 
it is amazing that Marx and the Marxians did not recognize that the,, 
endorsement of this spurious doctrine entirely disintegrate t \c ,<K 
of the so-called Marxian system of economics. Y\ hen the articles ai, 
dissertations published in England in the early sixties com mcc 
that it was no longer permissible to cling .unswervingly to• t k . ^ 
theory of the classical economists, he modified his theory o t k ' • »■ 

of labor power. He declared that “the extent of the so-ca led nat 
wants and the manner in which they arc satisfied, are in t km use v 
product of historical evolution" and "depend to a aige cXlc,u ol 
degree of civilization attained by any given country and. among «> c 
factors, especially on the conditions and customs am pretensions n 
ccrning the standard of life under which the class o ICC 1 ^ 

has been formed.” Thus “a historical and moral element entu 
the determination of the value of labor power. But w ten * 1 
that nonetheless “for a given country at any given iiuk. tic c 
quantity of indispensable necessaries of life is a r ,Ncn j . 
he contradicts himself and misleads the reader. \V hat he has in «,mJ 
is no longer the “indispensable necessaries, but the t um? s co s 
indispensable from a traditional point of view , the means ncccssa 
the preservation of a standard of living adequate to tie \\u L 
station in the traditional social hierarchy. 1 he recourse to sue . 
planation means virtually the renunciation of any economic o c. • 
lactic elucidation of the determination of wage rates. age ra cs . 
explained as a datum of history. They are no longci seen as a • 
phenomenon, but as a factor originating outside «>t t k interp . 
forces operating on the market. 

However, even those who believe that the height of wage rates i' 

. \ Cf - M»rx, Das Kapital, p. i XUw/f'rf'’' Tl«' 

•n rhe text is translated as ‘necessaries of life is f fo()J proV isions. 

Sanders Dictionary (16th cd.) translates this term article .1 

victuals, grub.” 
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they are actually paid and received in reality are forced upon the 
market from without as a datum cannot avoid developing a theory 
which explains the determination of wage rates as the outcome of 
the valuations and decisions of the consumers. Without such a catal- 
lactic theory of wages, no economic analysis of the market can be 
complete and logically satisfactory. It is simply nonsensical to restrict 
the catallactic disquisitions to the problems of the determination of 
commodity prices and interest rates and to accept wage rates as a 
historical datum. An economic theory worthy of the name must be 
in a position to assert with regard to wage rates more than that they 
are determined by a “historical and moral element.** The character¬ 
istic mark of economics is that it explains the exchange ratios mani¬ 
fested in market transactions as market phenomena the determination 
of u hich is subject to a regularity in the concatenation and sequence 
of events. It is precisely this that distinguishes economic conception 
from the historical understanding, theory from history. 

We can well imagine a historical situation in which the height of 
wage rates is forced upon the marker by the interference of external 
compulsion and coercion. Such institutional fixing of wage rates is 
one of the most important features of our age of interventionist 
policies. Hut with regard to such a state of affairs it is the task ot 
economics to investigate what effects are brought about by the dis¬ 
parity between the two wage rates, the potential rate which the un¬ 
hampered market would have produced by the interplay of the supply 
of and the demand for labor on the one hand, and on the other the rate 
which external compulsion and coercion impose upon the parties to 
the market transactions. 


It is true, wage earners are imbued with the idea that wages must 
be at least high enough to enable them to maintain a standard of living 
adequate to their station in the hierarchical gradation of society. 


Kvery single worker has his particular opinion about the claims he 
is entitled to raise on account of “status,** “rank," “tradition,** and 


"custom** in the same way as he has his particular opinion about his 
own efficiency and Ins own achievements. Hut such pretensions and 
self-complacent assumptions are without any relevance for the de¬ 


termination of wage rates. They limit neither the upward nor the 
downward movement of wage rates. The wage earner must sometimes 
satisfy himself with much less than what, according to his opinion, 
is adequate to his rank and efficiency. If he is offered more than he 
expected, he pockets the surplus without a qualm. The age of laissc/. 
faire for which the iron law and .Marx's doctrine of the historically 


determined formation of wage rates claim validity witnessed a pro- 
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gressivc, although sometimes temporarily interrupted, tendency for 
real wage rates to rise. The wage earners' standard of living rose to a 
height unprecedented in history and never thought of in earlier 
periods. 

The labor unions pretend that nominal wage rates at least must al¬ 
ways be raised in accordance with the changes occurring in the mone¬ 
tary unit’s purchasing power in such a way as to secure to the w age 
earner the unabated enjoyment of the previous standard of living. 
They raise these claims also with regard to wartime conditions and 
the measures adopted for the financing of war expenditure, n t leir 
opinion even in wartime neither inflation nor the withholding ot 
income taxes must affect the worker's take-home real w age rates. u> 
doctrine tacitly implies the thesis of the Connnttnist Manifesto that 
•‘the working men have no country" and have "nothing to lose but 
their chains"; consequently they are neutral in the wars wagee n 
the bourgeois exploiters and do not care whether their nation conquers 
or is conquered. It is not the task of economics to scrutinize 1 u * sC 
statements. It only has to establish the fact that it does not matter 
what kind of justification is advanced in favor of the enforcement ot 
wage rates higher than those the unhampered labor market w ould h.n c 
determined. If as a result of such claims real wage rates are really 

raised above the height consonant with the marginal productivity 
of the various types of labor concerned, the unavoidable conse¬ 
quences must appear without any regard to the underlying phi oso 
phy. 

The same is valid with regard to the confused doctrine that wage 
earners arc entitled to claim for themselves all the benefits erixei 
from improvements in what union officers call the productivity o 
labor. On the unhampered labor market wage rates ab\ ays tend tow ard 
the point at which they coincide w ith the marginal productivity of 
labor. The concept of the productivity of labor in general is no ess 
empty than all other universal concepts of this kind. e g., the concept 
of the value of iron or gold in general. I o speak of the proc uctix ity o 
labor in a sense other than that of the marginal productivity is mean¬ 
ingless. What these union officers have in mind is an ethical justific ation 
of their policies. However, the economic consequences o! these 
policies arc not affected by the pretexts advanced in their favor. 

Wage rates arc ultimately determined by the value which the wage 
earner’s fellow citizens attach to his services and achievements. Labor 
is appraised like a commodity not because the entrepreneurs and 
capitalists are hardhearted and callous, but because they arc uncondi 
tionally subject to the supremacy of the pitiless consumers. 1 he eon- 
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sumcrs arc not prepared to satisfy anybody’s pretensions, presump¬ 
tions, and self-conceit. They want to be served in the cheapest way. 

A Comparison Between the Historical Explanation of Wage Rates 

and the Regression Theorem 

Ir mav be useful to compare the doctrine of Marxism and the Prussian 
Historical School, according to which wage rates are a historical datum 
and not a catallactic phenomenon, with the regression theorem of money’s 
purchasing power. 7 * * 10 

The regression theorem establishes the fact that no good can be employed 
for the function of a medium of exchange which at the very beginning of 
its use for this purpose did not have exchange value on account of other 
employments. This fact does not substantially affect the daily determina¬ 
tion of money’s purchasing power as it is produced by the interplay of the 
supply <>f and the demand for money on the part of people intent upon 
keeping cash. The regression theorem does not assert that any actual ex¬ 
change ratio between money on the one hand and commodities and serv¬ 
ices on the other hand is a historical datum not dependent on today s mar¬ 
ket situation. It merely explains how a new kind of media of exchange can 

come into use and remain in use. In this sense it savs that there is a historical 

0 

component in money’s purchasing power. 

It is quite different with the Marxian and Prussian theorem. As this 
doctrine sees it, the actual height of wage rates as it appears on the market 
is a historical datum. The valuations of the consumers who mediately arc 
the buyers of labor and those of the wage earners, the sellers of labor, are 
of no avail. Wage rates are fixed by historical events of the past. They can 
neither rise above nor drop below this height. The fact that wage rates arc 
today higher in Switzerland than in China can be explained only by history, 
just as only history can explain why Napoleon 1 became a Frenchman 
and not an Italian, an emperor and not a Corsican lawyer. It is impossible, 
in the explanation of the discrepancy between the wage rates of shepherds 
or of bricklayers in these two countries, to resort to factors uncondition¬ 
ally in operation on every market. An explanation can only be provided by 
the history of these two nations. 


7 . The Supply of Labor as Affected by the Disutility 

of Labor 

The fundamental facts affecting the supply of labor are: 

1. Every individual can expend only a limited quantity* of labor. 

2. This definite quantity cannot be performed at any time desired. 
The interpolation of periods of rest and recreation is indispensable. 

3. Not every individual is able to perform any kind of labor. There 

10. See above, pp. 405-407. 



are innate as well as acquired diversities in the abilities to pcrtnim 
certain types of work. The innate faculties required tor certain t\ pcs 
of work cannot be acquired by any training and schooling. 

4. The capacity to work must be dealt with appropriately it n 
is not to deteriorate or to vanish altogether. Special care is needed 
to preserve a man’s abilities—both the innate and the acquired—t"i 
such a period as the unavoidable decline of his vital torccs nu\ permit. 

5. As work approaches the point at which the total amount of work 
a man can perform at the time is exhausted and the interpolation of a 
period of recreation is indispensable, fatigue impairs the quantity am 
the quality of the performance." 

6. Men prefer the absence of labor, i.c.. leisure, to labor, or as the 
economists put it: they attach disutility to labor. 

The self-sufficient man who works'in economic isolation lor the 
direct satisfaction of his own needs only, stops working at the P' ,,m 
at which he begins to value leisure, the absence of labors disutility, 
more highly than the increment in satisfaction expected liom " nl 
ing more. Having satisfied his most urgent needs, he considers the 
satisfaction of the still unsatisfied needs less desirable than the vitMav. 
tion of his striving after leisure. 

The same is true for wage earners no less than I or an isolated autai is 
worker. They too arc not prepared to work until they have 1 \puu w 
the total capacity of w ork they are capable of expending. I he\ 
arc eager to stop working at the point at w hich the mediate gratilu a- 
tion expected no longer outweighs the disutility involved in the po 
formancc of additional work. 

Popular opinion, laboring under atavistic representations ain 
blinded by Marxian slogans, was slow in grasping this fact. It clung 
and even today clings to the habit of looking at the wage earner as 
a bondsman, and at wages as the capitalist equivalent of the bare 
subsistence which the slave ow ner and the cattle ow ncr must pro\ ide 
for their slaves and animals. In the eyes of this doctrine the wage 
earner is a man whom poverty has forced to submit to bondage, w 
vain formalism of the bourgeois lawyers, we arc told, calls this subjec¬ 
tion voluntary, and interprets the relation between employ er aiu em¬ 
ployee as a contract between two equal parties. In truth, however, 
the worker is not free; he acts under duress; he must submit to the \ «> e 
of virtual serfdom because as society’s disinherited outcast no other 
choice is left to him. Even his apparent right to choose his master is 

M. Other fluctuations in the quantity and quality of the |K*rformaiKc | H r 
of time—c.g., the lower efficiency in the period immediately folio* ing 1 
sumption of work interrupted by rccrcation-arc hardly of any import.met 
the supply of labor on the market. 
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spurious. The open or silent combination of the employers fixing the 
conditions of employment in a uniform way by and large makes this 
f rccdom illusory. 

If one assumes that wages arc merely the reimbursement of the 
expenses incurred by the w orker in the preservation and reproduction 
of labor power or that their height is determined by tradition, it 
is quite consistent to consider every reduction in the obligations which 
the labor contract imposes on the worker as a unilateral gain for the 
worker. If the height of w age rates does not depend on the quantity 
and quality of the performance, if the employer docs not pay to the 
worker the price the market assigns to his achievement, if the employer 
does nor buy a definite quantity and quality of workmanship, but 
bu\ s a bondsman, if wage rates arc so low that for natural or "histori¬ 
cal'’ reasons they cannot drop any further, one improves the wage 
earner’s lot by forcibly shortening the length of the working day. 
Then h is permissible to look at the laws limiting the hours of work 
as tantamount to the decrees by means of which F.uropean govern¬ 
ments of the seventeenth, eighteenth, and early nineteenth centuries 
step by step reduced and finally entirely abolished the amount of the 
unpaid statute labor (corvee) w hich the peasant bondsmen were liable 
to give to their lords, or to ordinances lightening the work to be done 
by convicts. I hen the shortening of daily hours of work which the 
evolution of capitalist industrialism brought about is appraised as a 
victory oi the exploited wage-slaves over the rugged selfishness of 
their tormentors. All laws imposing upon the employer the duty to 
make definite expenditures to the benefit of the employees arc de¬ 
scribed as "social gains." i.c., as liberalities for the attainment of which 
the employees do not have to make any sacrifice. 

It is generally assumed that the correctness of this doctrine is 
sufficiently demonstrated by the fact that the individual wage earner 
lias onl\ a negligible influence on the determination of the terms 
of the labor contract. I he decisions concerning the length of the 
working day, work on Sundays and holidays, the time set for meals 
and many other things are made by the employers without asking the 
employees. 1 he wage earner has no other choice than to yield to 
these orders or to starve. 

1 he cardinal fallacy involved in this reasoning has already been 
pointed out in the preceding sections. 1 he employers are not 
asking for labor in general, but for men w ho are fitted to perform the 
kind of labor the\ need. Just as an entrepreneur must choose for his 
plants the most suitable location, equipment, and raw materials, so 
lie must hire the most efficient w orkers. I lc must arrange conditions of 
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work in such a way as to make them appear at.ract.ve to tho e c ^ 
of workers he wants to employ. It is true that the ma.v.dua' uorU, 
has but little to say with regard to these arrangements 1 he>are 
like the height of wage rates itself, like cotnmod.ty priceand the 
shape of articles produced for mass consumpt.on. 'hc p odu 
the interaction of innumerable people participating m he soual 
process of the market. Thev are as such mass phenomena «h > r 
hut little subject to modification on the part of a angle ^£ 

However, it is a distortion of truth to assert that the ind.v ^ 

ballot is without influence because many thousands or t en " 
of votes are required to decide the issue and that those of pu pk no, 
attached to any party virtually do not matter. F.\en 1 <• c 
admit this thesis for the sake of argument. ,t .s a non *MU.tur <> mkr 
that the substitution of totalitar.an principles for dcmo " 

cedures would make the officeholders more genuine represe • 

the people's will than election campaigns. The eounterp ' 
totalitarian fables in the field of the markets economic 1 • 

are the assertions that the individual consumer is >’"'' u T ‘ r |X |, 
the suppliers and the individual employee against tic <■ \ 
is. of course, not an individual's taste, different from that o' 
many, that determines the features of articles o mass P''> 

signed for mass consumption, but the wishes and i 'o " , ' 

It is not the individual job-seeker, but the masses »f . s lu.s, 

conduct determines the terms of the labor contiacts p ■ c 
definite areas or branches of industry. If it is customary u> ^ 
between noon and one o’clock, an individual uoikcr \v w p ' ^ 

have it between two and three p.m. has little chance « • * 

wishes satisfied. However, the social pressure to which,t ^ 
individual is subject in this case is not exercise 
but by his fellow employees. . , _ ... 

Employers in their search for suitable workers are «»rcc 
modate themselves even to serious and costly incomenic 
cannot find those needed on other terms. In man\ conn cs 
them stigmatized as socially backward by the c winpio • ^ ^ 

capitalism, employers must yield to various wishes o .. . 

vated by considerations of religious ritual or caste an s ■• • 

must arrange hours of work, holidays, and many tec uuc J cnt 
according to such opinions, however burdensome sue 1 ai • 
may be. Whenever an employer asks for special per orma't . ^ 

appear irksome or repulsive to the employees, he must pa c 
the excess of disutility the worker must expend. .. . 

The terms of the labor contract refer to all "oi mg c«* 
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not merely to the height of wage rates. Teamwork in factories and the 
interdependence of various enterprises make it impossible to deviate 
from the arrangements customary in the country or in the branch 
concerned and thus result in a unification and standardization of these 


arrangements. But this fact neither weakens nor eliminates the em¬ 
ployees’ contribution in their setting up. For the individual workers 
they arc, of course, an unalterable datum as the railroad s timetable 
is for the individual traveler. But nobody would contend that in de¬ 
termining the timetable the company docs not bother about the wishes 
of the potential customers. Its intention is precisely to serve as many 
of them as possible. 

I he interpretation of the evolution of modern industrialism has 
been utterly vitiated by the anticapitalistic bias of governments and 
the masses and the allegedly prolabor writers and historians. The rise 
in real w age rates, the shortening of hours of work, the elimination of 
child labor, and the restriction of the labor of married women, it is 


asserted, were the result of the interference of governments and labor 
unions and the pressure of public opinion aroused by humanitarian 
authors. But for this interference and pressure the entrepreneurs and 
capitalists would have retained for themselves all the advantages 
derived from the increase in capital investment and the consequent 
improvement in technological methods. T he rise in the w age earners’ 
standard «»t living was thus brought about at the expense of the “un¬ 
earned income of capitalists, entrepreneurs, and landowners. It is 
highly desirable to continue these policies, benefiting the many at 
the sole expense of a few selfish exploiters, and to reduce more and 
more the unfair take of the propertied classes. 

I he incorrectness of this interpretation is obvious. All measures 
restricting the supply of labor directly or indirectly burden the 
capitalists as far as they increase the marginal productivity of labor 
uni reduce the marginal productivity of the material factors of pro¬ 
duction. ,\s they restrict the supply of labor w ithout reducing the 
supply ot capital, they increase the portion allotted to the wage 
earners out of the total net produce of the production effort. But this 
total net produce will drop too, and it depends on the specific data 
of each case whether the relatively greater quota of a smaller cake 
will be greater or smaller than the relatively smaller quota of a bigger 
cake. I he rate of interest and profits arc not directly affected by 
the shortening of the total supply of labor. The prices of material 
factors of production drop and wage rates per unit of the individual 
worker’s performance (not necessarily also per capita of the workers 
employed) rise. The prices of the products rise too. Whether all 
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these changes result in an improvement or in a deterioration of the 
average wage earners income is. as has been sa.d, a question of fact m 

each instance. , , 

But our assumption that such measures do not atlcci the | 
of material factors of production is impermissible I he s ...rtenmg 
of the hours of work, the restriction of night work and o! the c 
ployment of certain classes of people impair the utilization ot a part 
of the equipment available and arc tantamount to a drop in the supf 
of capital. The resulting intensification of the scarcity of capital goo, • 
may entirely undo the potential rise in the margina P IOi ucm,T -' 
labor as against the marginal productivity ot capita g ,,,K 

If concomitantly with the compulsory shortening ot the hmus . 
work the authorities or the unions forbid any correspond mg 
tion in wage rates which the state of the market " ou ro l l,,K - 1 
previously prevailing institutions prevent such a reduction, the c ee 
appear whch every attempt to keep wage rates at a heig u a -"U 
potential market rate brings about: institutional unemp o\ uku 
T he history of capitalism as it has operated in the last two hi.: d u 
years in the realm of Western civilization is the ice or o . 
rise in the wage earners* standard ot living. I he line rent m. 


t in me wage earners >unw»« ..c*- „ i 

pitalism is that it is mass production tor mass consumption i c 
' the most energetic and far-sighted individuals, uni agguy > •.r 


ighted 



extent to which the masses’ standard of living improves. " '' 
talism is the system under which the keenest ami most ag. c mimi ■ 
driven to promote to the licst of their abilities the " 1 
laggard many. 

In the field of historical experience it •** imp"pibk u * ! ts * 
measurement. As money is no yardstick of value and w ant-s.i is • • 

it cannot be applied for comparing the standard " *' ,n r ° ) 
in various periods of time. However, all historians w wise pu ± 
is not muddled by romantic prepossessions agree t tat t k v\ 
of capitalism has multiplied capital equipment on a s^ai w 
exceeded the synchronous increase in population figures. -•|* 
equipment both per capita of the total population and per J M 1 
those able to work is immensely larger today than hfty, a w 
°r two hundred years ago. Concomitantly there has >ecn a rc 
dous increase in the quota which the w age earners rcicm oul ° 

»2. See above, pp. 292-296. 
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total amount of commodities produced, an amount which in itself 
is much bigger than in the past. The ensuing rise in the masses 
standard of living is miraculous when compared with the conditions 
of ages gone by. In those merry old days even the wealthiest people 
led an existence which must be called straightened when compared 
with the average standard of the American or Australian worker of 
our age. Capitalism, says Marx, unthinkingly repeating the fables of 
the eulogists of the Middle Ages, has an inevitable tendency to im¬ 
poverish the workers more and more. The truth is that capitalism has 
poured a horn of plenty upon the masses of wage earners who fre¬ 
quently did all they could to sabotage the adoption of those innova¬ 
tions which render their life more agreeable. How uneasy an American 
worker would be if he were forced to live in the manor of a medieval 
lord and to miss the plumbing facilities and the other gadgets he simply 
rakes for granted! 

The improvement in his material well-being has changed the work¬ 
er’s valuation of leisure. Better supplied with the amenities of life 
as he is, he sooner reaches the point at which he looks upon any further 
increment in the disutility of labor as an evil which is no longer out¬ 
weighed by the expected further increment in labors mediate gratifi¬ 
cation. He is eager to shorten the hours of daily work and to spare 
his wife and children the toil and trouble of gainful employment. 
It is not labor legislation and labor-union pressure that have shortened 
hours of work and withdrawn married women and children from 
the factories; it is capitalism, which has made the wage earner so 
prosperous that he is able to buy more leisure time for himself and 
his dependents. The nineteenth century's labor legislation by and 
large achieved nothing more than to provide a legal ratification for 
changes which the interplay of market factors had brought about 
previously. As far as it sometimes went ahead of industrial evolution, 
the quick advance in wealth soon made things right again. As far as 
the allegedly prolabor laws decreed measures which were not merely 
the ratification of changes already effected or the anticipation of 
changes to be expected in the immediate future, they hurt the material 
interests of the workers. 

The term “social gains’’ is utterly misleading. If the law forces 
workers who would prefer to work forty-eight hours a week not to 
give more than forty hours of work, or if it forces employers to 
incur certain expenses for the benefit of employees, it does not favor 
workers at the expense of employers. Whatever the provisions of 
a social security law may be, their incidence ultimately burdens the 
employee, not the employer. They affect the amount of take-home 
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wages; if they raise the price the employer has to pay for a unit of 
performance above the potential market rate, they create msmut.onal 
unemployment. Social security docs not enjoin upon the cmplo) ers 
the obligation to expend more in buying labor. It imposes upon the 
wage earners a restriction concerning the spending of their total in¬ 
come. It curtails the workers freedom to arrange h.s household ac- 
cording to his own decisions. 

Whether such a system of social security is a good or a bad po > 
is essentially a political problem. One may try to justify «■ b> declaring 
that the wage earners lack the insight and the moral strength to 
provide spontaneously for their own future. But then it is not ca> 
to silence the voices of those who ask whether it is not pa'-' "• 
to entrust the nations welfare to the decisions of voters w 
law itself considers incapable of managing their own affairs. w\ <- 1 
it is not absurd to make those people supreme m the eonduct ot 
government who arc manifestly in need of a guardian to pros 

from spending their own income foolishly. Is it reasonable ..assign 

to wards the right to elect their guardians: It is no accu ent >• 1 

many, the country that inaugurated the social sccuritx s\ stun.' • 
cradle of both varieties of modern disparagement of democrat) 
Marxian as well as the non-Marxian. 

Remarks About the Popular Interpretation 
of the "Industrial Revolution' 

It is generally asserted that the history of modern 
especially the history of the British Industrial Revo ution 1 
empirical verification of the "realistic' or institution® “ 
utterly explode the "abstract” dogmatism of the economists. 

The economists flatly deny that labor unions and go\ crnim. | 
legislation can and did lastingly benefit the whole c avs o - f% 

and raise their standard of living. But the facts, say t w an i“ [|k ! 

have refuted these fallacies. The statesman and legislators w w c 
factory acts displayed a better insight into reality t un t k ct , ul 
While laissez-faire philosophy, without pity and compassioi , ~ 

the sufferings of the toiling masses are unavoidable, the commonseiisc of 

• J. The attribution of the phrase the Industrial Rc ' rju* attempt' ««» 

the two last Hanoverian Georges was the outcome of t \|!, rx ian 

mclodramatize economic history in order to fit it into th 0 f ,1 k- free 

schemes. The transition from medieval methods of production «th me of, t, ^ ^ 
enterprise system was a long process that started centuno• * ^ in j us , r ial 

in England, was not finished in i8jo. Net, it is trot . eighteenth 

development was considerably accelerated in the secom Revolution" in the 

century. I, is therefore permissible to use the tern, .the 

exsumnation of the emotional connotations with which r 
Historical School, and Institutionalism have loaded it. 
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laymen succeeded in quelling the worst excesses of profit-seeking business. 
The improvement in the conditions of the workers is entirely an achieve¬ 
ment of governments and labor unions. 

Such are the ideas permeating most of the historical studies dealing with 
the evolution of modern industrialism. The authors begin by sketching an 
idyllic image of conditions as they prevailed on the eve of the “Industrial 
Revolution.” At that time, they tell us, things were, by and large, satis¬ 
factory. The peasants were happy. So also were the industrial workers 
under the domestic system. They worked in their own cottages and en¬ 
joyed a certain economic independence since they owned a garden plot 
and their tools. But then “the Industrial Revolution fell like a war or a 
plague” on these people. 14 The factor)' system reduced the free worker to 
virtual slavery; it lowered his standard of living to the level of bare sub¬ 
sistence; in cramming women and children into the mills it destroyed 
family life and sapped the very foundations of society, morality, and public 
health. A small minority of ruthless exploiters had cleverly succeeded in 
imposing their yoke upon the immense majority. 

The truth is that economic conditions were highly unsatisfactory on the 
eve of the Industrial Revolution. The traditional social system was not 
clastic enough to provide for the needs of a rapidly increasing population. 
Neither farming nor the guilds had any use for the additional hands. Busi¬ 
ness was imbued with the inherited spirit of privilege and exclusive monop¬ 
oly; its institutional foundations were licenses and the grant of a patent of 
monopoly; its philosophy was restriction and the prohibition of competi¬ 
tion both domestic and foreign. The number of people for whom there 
was no room left in the rigid system of paternalism and government tute¬ 
lage of business grew rapidly. They were virtually outcasts. The apathetic 
majority of these wretched people lived from the crumbs that fell from 
the tables of the established castes. In the harvest season they earned a trifle 
by occasional help on farms; for the rest they depended upon private 
charity and communal poor relief. Thousands of the most vigorous youths 
of these strata were pressed into the service of the Royal Army and Navy; 
many of them were killed or maimed in action; many more perished in- 
gloriously from the hardships of the barbarous discipline, from tropical 
diseases, or from syphilis. 15 Other thousands, the boldest and most ruthless 
of their class, infested the country as vagabonds, beggars, tramps, robbers, 
and prostitutes. The authorities did not know of any means to cope with 
these individuals other than the poorhousc and the workhouse. The sup¬ 
port the government gave to the popular resentment against the introduc¬ 
tion of new inventions and labor-saving devices made things quite hopeless. 

The factor)' system developed in a continuous struggle against innumer- 

14. J. L. Hammond and Barbara Hammond, The Skilled Labourer 1760-1832 
(id cd. London, 1920), p. 4. 

15. In the Seven Years’ War 1.512 British seamen were killed in battle while 
155,708 died of disease or were missing. Cf. W. L. Dom, Competition for Empire 
1740-1763 (New York, 1940), p. 114. 
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able obstacles. It had to fight popular prejudice, old established customs 
legally binding rules and regulations, the an.mos.ty of lhc aut ^ ,nt,C ;J . 
vested interests of privileged groups, the envy of the gu. s. c c P 
equipment of the individual firms was insufficient, the provision of credit 
extremely difficult and costly. Technological and commercial experience 
was lacking. Most factory owners failed; comparatively feu ^cceeded. 
Profits were sometimes considerable, but so were losses, t too . 

decades until the common practice of reinvesting the greater par. of pwM* 
earned accumulated adequate capital for the conduct of affairs on a broader 

'"That the factories could thrive in spite of all these hindrances » as due to 
two reasons. First there were the teachings of the ness social P> -J ~*P > 
expounded by the economists. They demolished the prestige o 
ism, paternalism, and restrictionism. They exploded the supc^ st,nou be 
lief that labor-saving devices and processes cause unemp o\ i 
duce all people to poverty and decay. The laissez-faire ccononm 
pioneers of the unprecedented technological achievements o 

two hundred years. , . . 

Then there was another factor that weakened the oppositio 
tions. The factories freed the authorities and the ruling am cc • • . 

from an embarrassing problem that had grown too large or • • 

provided sustenance for the masses of paupers. 1 hey 
houses, the workhouses, and the prisons. 1 hey com erte star _ 
into self-supporting breadwinners. . r . ,i. c 

The factory owners did not have the power to compc an\ 1 • , 

a factory job. They could only hire people who were rc *| > nonc . 

the wages offered to them. Low as these wage rates were. t<) 

thclcss much more than these paupers could earn in any ot a 
them. It is a distortion of facts to say that the factory earned ofi n* 
housewives from the nurseries and the kitchens and the c u rc ^ 

play. These women had nothing to cook with and to cc' ^ 

These children were destitute and starving. 1 heir on > rc V ' 
factory. It saved them, in the strict sense of the term, from death 1 >> star 

It is deplorable that such conditions existed. But if one "^ts j )V 

those responsible, one must not blame the factory owners w . 

selfishness, of course, and not by “altruism' -did all they cou o era* 
cate the evils. What had caused these evils was the economic 
precapitalist^ era, the order of the “good old days. 

In the first decades of the Industrial Revolution the stan con _ 

of the factory workers was shockingly bad when compare ,. . 

temporary conditions of the tipper classes and with the present cnd on 
of the industrial masses. Hours' of work were long, the sanitary coiKhnons 
»n the workshops deplorable. The individual s capacity to y . . . lhc 
up rapidly. But the fact remains that for the surplus popular... 
enclosure movement had reduced to dire wretchedness an 
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there was literally no room left in the frame of the prevailing system of 
production, work in the factories was salvation. These people thronged 
into the plants for no reason other than the urge to improve their standard 

of living. # . n 

The laissez-faire ideology and its offshoot, the “Industrial Revolution, 
blasted the ideological and institutional barriers to progress and welfare. 
They demolished the social order in which a constantly increasing number 
of people were doomed to abject need and destitution. The processing 
trades of earlier ages had almost exclusively catered to the wants of the 
well-to-do. Their expansion was limited by the amount of luxuries the 
wealthier strata of the population could afford. Those not engaged In the 
production of primary commodities could cam a living only as far as the 
upper classes were disposed to utilize their skill and services. But now a 
different principle came into operation. The factor)’ system inaugurated a 
new mode of marketing as well as of production. Its characteristic feature 
was that the manufactures were not designed for the consumption of a few 
well-to-do only, but for the consumption of those who had hitherto played 
but a negligible role as consumers. Cheap things for the many, was the 
objective of the factory system. The classical factor)’ of the early days of 
the Industrial Revolution was the cotton mill. Now, the cotton goods it 
turned out were not something the rich were asking for. These wealthy 
people clung to silk, linen, and cambric. Whenever the factory with its 
methods of mass production by means of power-driven machines invaded 
a new branch of production, it started with the production of cheap goods 
for the broad masses. The factories turned to the production of more re¬ 
fined and therefore more expensive goods only at a later stage, when the 
unprecedented improvement in the masses' standard of living which they 
caused made it profitable to apply the methods of mass production also 
to these better articles. Thus, for instance, the factory-made shoe was for 
many years bought only by the “proletarians’* while the wealthier con¬ 
sumers continued to patronize the custom shoemakers. The much talked 
about sweatshops did not produce clothes for the rich, but for people in 
modest circumstances. The fashionable ladies and gentlemen preferred and 
still do prefer custom-made frocks and suits. 

The outstanding fact about the Industrial Revolution is that it opened 
an age of mass production for the needs of the masses. The wage earners 
arc no longer people toiling merely for other people's well-being. They 
themselves are the main consumers of the products the factories turn out. 
Big business depends upon mass consumption. There is, in present-day 
America, not a single branch of big business that would not cater to the 
needs of the masses. The very principle of capitalist entrepreneurship is to 
provide for the common man. In his capacity as consumer the common 
man is the sovereign whose buying or abstention from buying decides the 
fate of entrepreneurial activities. There is in the market economy no other 
means of acquiring and preserving wealth than by supplying the masses 
in the best and cheapest way with all the goods they ask for. 
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Blinded by their prejudices, manv historians and writers have entirely 
failed to recognize this fundamental fact. As they see it. wage earners toil 
for the benefit of other people. They never ra.se the question who these 

"other” people are. . . 

Mr. and Mrs. Hammond tell us that the workers were happier in .-6o 
than they were in 1830” This is an arbitrary value judgment. I here is no 
means of comparing and measuring the happiness of different people am 
of the same people at different times. W c may agree for t e sa e o argu 
inent that an individual who was born in .740 "’as happier in .760 than in 
1830. But let us not forget thatin 1770 (according to the estimate of Arthur 
Young) England had 8.5 million inhabitants, while in 183. (according to 
the census) the figure was 16 million.' 1 This conspicuous increase «as 
mainly conditioned by the Industrial Revolution. \N n regar to ' c 
additional Englishmen the assertion of the eminent historians can 0,1 > K 
approved by those w ho endorse rhe melancholy verses of Sop me 
to be born is, beyond all question, the best; but when a man has once 
the light of day, this is next best, that speedily he should return to 

place whence he came.” , , , • 

The early industrialists were for the most part men who had «*« 
origin in the same social strata from which their workers came, kn * 
very modestly, spent only a fraction of their earnings lor t wir uhw 
and put the rest back into the business. But as the entrepreneurs g t 
richer, the sons of successful businessmen began to intrude into t u u c 
of the ruling class. The highborn gentlemen envied the " calM ° vl 
parvenus and resented their sympathies with the reform moveimn . 
hit back by investigating the material and moral conditions o t u ai 
hands and enacting factory legislation. • , 

The history of capitalism in Great Britain as well as in a ot wr c | 
countries is a record of an unceasing tendency tow ard t u- inipr* 1 '* 

in the wage earners* standard of living. This evolution coincided w. 

development of prolabor legislation and the spread ot •« M,r u ‘ m 
the one hand and with the increase in the marginal pro uctiu > ' 
on the other hand. The economists assert that the improvement .. u 
workers’ material conditions is due to the increase m the per tap' > M 
of capital invested and the technological achievements \\ m »t w c | . 

ment of this additional capital brought about. As far as labor egis 
union pressure did not exceed the limits of what the wor ers wou 1 
got without them as a necessary consequence of the acceleration o • | ^ 
accumulation as compared w ith population, they were super uous. 
as they exceeded these limits, they were harmful to the mures 
masses. They delayed the accumulation of capital thus slowing i 
tendency toward a rise in the marginal productivity of a >or am 
rates. They conferred privileges on some groups of wage earners .. 

•6. J. L. Hammond and Barbara Hammond, loc. at. 

n. F. c. Dietz. An Economic History o t England (New ^ ork. -V 4 * Ml 
and 392. 
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expense of ocher groups. They created mass unemployment aqd decreased 
the amount of products available for the workers in their capacity as con¬ 
sumers. 

The apologists of government interference with business and of labor 
unionism ascribe all the improvements in the conditions of the workers 
to the actions of governments and unions. Except for them, they contend, 
the workers’ standard of living would be no higher today than it was in the 
early years of the factory system. 

It is obvious that this controversy cannot be settled by appeal to histori¬ 
cal experience. With regard to the establishment of the facts there is no dis¬ 
agreement between the two groups. Their antagonism concerns the inter¬ 
pretation of events, and this interpretation must be guided by the theory 
chosen. The epistemological and logical considerations which determine 
the correctness or incorrectness of a theory arc logically and temporally 
antecedent to the elucidation of the historical problem involved. The his¬ 
torical facts as such neither prove nor disprove any theory. They need to 
be interpreted in the light of theoretical insight. 

Most of the authors who wrote the history of the conditions of labor 
under capitalism were ignorant of economics and boasted of this ignorance. 
However, this contempt for sound economic reasoning did not mean that 
they approached the topic of their studies without prepossession and 
without bias in favor of any theory. They were guided by the popular 
fallacies concerning governmental omnipotence and the alleged blcssinp 
of labor unionism. It is beyond question that the W'cbbs as well as Lujo 
Brcntano and a host of minor authors were at the very start of their 
studies imbued with a fanatical dislike of the market economy and an 
enthusiastic endorsement of the doctrines of socialism and interventionism. 
They were certainly honest and sincere in their convictions and tried to 
do their best. Their candor and probity exonerates them as individuals; it 
docs not exonerate them as historians. However pure the intentions of a 
historian may be, there is no excuse for his recourse to fallacious doctrines. 
The first duty of a historian is to examine with the utmost care all the 
doctrines to which he resorts in dealing with the subject matter of his 
work. If he neglects to do this and naively espouses the garbled and con¬ 
fused ideas of popular opinion, he is not a historian but an apologist and 
propagandist. 

'Hie antagonism between the two opposite points of view is not merely a 
historical problem. It refers no less to the most burning problems of the 
present day. It is the matter of controversy in what is called in present-day 
America the problem of industrial relations. 

I.ct us stress one aspect of the matter only. Vast areas—Eastern Asia, the 
East Indies, Southern and Southeastern Europe, Latin America—arc only 
superficially affected by modern capitalism. Conditions in these countries 
by and large do not differ from those of England on the eve of the "In¬ 
dustrial Revolution." There are millions and millions of people for whom 
there is no secure place left in the traditional economic setting. The fate 
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of these wretched masses can be improved only by inlustri.bzation. VVhat 
they need most is entrepreneurs and capitalists. As the.r o« n ool s 
policies have deprived these nations of the further enjoymen of he as 
sistance imported foreign capital hitherto gave then, they n ust .nbark 
upon domestic capital accun.ulation. They must go through aU the suges 
through which the evolution of Western industrialism haeto P**j- J 
must start with comparatively low wage rates an on S Kuropc 

But, deluded by the doctrines prevailing in present-day \ c > p 

and North America, their statesmen think that they can pn*«dm. 
different way. They encourage labor-union pressure and allcg P 
legislation. Their interventionist radicalism nips m the budaU attempt o 
create domestic industries. These men do not comprehendI that n "dustrtffi 

zation cannot begin with the adoption of the precepts o industrial 

Labor Office and the principles of the American Congress oMnd^ al 
Organizations. Their stubborn dogmatism spells the doom of «he Indian 
and Chinese coolies, the Mexican peons, and millions of other peoples, 
desperately struggling on the verge of starvation. 

8. Wage Rates as Affected by the Vicissitudes 
of the Market 

Labor is a factor of production. The price which the seller of labor 
can obtain on the market depends on the data of the imr • 

The quantity and the quality of labor which an md,,ud 1 ' • 
to deliver is determined by his innate and acquiree <- ^ ^ 

The innate abilities cannot be altered by any purpose 
They arc the individual’s heritage with which h.s ' 

endowed him on the day of his birth. He can >cst<>\' L I 
gifts and cultivate his talents, he can keep them r ° m I inirc 

withering away; but he can never cross the bourn arics \ ^ 

has drawn to his forces and abilities. He can display mo ^ 
in his endeavors to sell his capacity to work at the ug p 
is obtainable on the market under prevailing c«>iu m«*ns, n ^ 

change his nature in order to adjust it better to the state of he n«rk|^ 
data. It is good luck for him if market conditions arc such. . • 
of labor which he is able to perform is lavishly 
chance, not personal merit if his innate talents arc ig ' > * 11 
by his fellow men. Miss Greta Garbo, if she had lived a hund^c^ 
earlier, would probably have earned much less than s ic 11 . * • 

of moving pictures. As far as her innate talents nic loikcii u . ^ 

in a position similar to that of a farmer whose farm can ^ 

a high price because the expansion of a neighboring city cc 
into urban soil. 
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Within the rigid limits drawn by his innate abilities, a man’s capacity 
to work can be perfected by training for the accomplishment of 
definite tasks. The individual—or his parents—incurs expenses for 
a training the fruit of which consists in the acquisition of the ability 
to perform certain kinds of work. Such schooling and training in¬ 
tensify a man’s one-sidedness; they make him a specialist. Every special 
training enhances the specific character of a man’s capacity to work. 
The toil and trouble, the disutility of the efforts to which an individual 
must submit in order to acquire these special abilities, the loss of po¬ 
tential earnings during the training period, and the money expenditure 
required arc laid out in the expectation that the later increment in 
earnings will compensate for them. These expenses are an investment 
and as such speculative. It depends on the future state of the market 
whether or not they will pay. In training himself the w orker becomes 
a speculator and entrepreneur. The future state of the market will 
determine whether profit or loss results from his investment. 

Thus the wage earner has vested interests in a twofold sense as a 
man w ith definite innate qualities and as a man who has acquired 
definite special skills. 

The wage earner sells his labor on the market at the price which the 
market allows for it today. In the imaginary construction of the evenly 
rotating economy the sum of the prices which the entrepreneur must 
expend for all the complementary factors of production together 
must equal—due consideration being made for time preference—the 
price of the product. In the changing economy changes in the market 
structure may bring about differences between these two magnitudes. 
The ensuing profits and losses do not affect the wage earner. Their 
incidence falls upon the employer alone. The uncertainty of the future 
affects the employee only as far as the following items arc concerned: 

1. The expenses incurred in time, disutility, and money for train¬ 
ing. 

2. The expenses incurred in moving to a definite place of work. 

In case of a labor contract stipulated for a definite period of 
time, changes in the price of the specific type of labor occurring 
in the meantime and changes in the employer’s solvency. 

9. The Labor Market 

Wages arc the prices paid for the factor of production, human 
labor. As is the case with all the other prices of complementary factors 
of production their height is ultimately determined by the prices of 
the products as they arc expected at the instant the labor is sold and 
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bought. It does not matter whether he who performs the labor sells 
his services to an employer who combines the... with the nnicru 
factors of production and with the services of other people or « hether 
he himself embarks upon his own account and pen upon t esc at s 
of combination. The final price of labor of the same quality .s a. an> 
rate the same in the whole market system. \\ age rates are alw a>. 
equal ,0 the price of the full produce of labor. 1 he popular sl.;g. an 
"the worker’s right to the full produce of labor was an absurd • rmu- 
lation of the claim that the consumers’ goods should be d.str.l « 
exclusively among the workers and nothing should be left 
entrepreneurs and the owners of the material factors o P r,K '"' 

From no point of view whatever can artifacts be considered as the 
products of mere labor. They are the yield of a purposive comhmatum 
of labor and of material factors of production. . 

In the changing economy there prevails a ten cnc\ o 
wage rates to adjust themselves precisely to the state o F t c =• 

rates. This adjustment is a time-absorbing process rhe leng 
the period of adjustment depends on the time requires or t c i • 
for new jobs and for the removal of workers to new p J* c 
dence. It depends furthermore on subjective factors, as o 
the workers’ familiarity with the conditions and prospcc s 
labor market. The adjustment is a speculative venture as . N 
training for new jobs and the change of residence mvo \e c os s 
are expended only if one believes that the future st uc o c 
market will make them appear profitable. 

With regard to all these things there is nothing that is pec • 
labor, wages, and the labor market. What gives a P- l,lKU * * 

to the labor market is that the worker is not merely t u. \ 
of the factor of production labor, but also a human being a.n hat t 
is impossible to sever the man from his performance, c c c 
this fact has been mostly used for extravagant utterances am 4 
vain critique of the economic teachings concerning w age ra es. 
ever, these absurdities must not prevent economics fioin pa\ v 
quate attention to this primordial fact. ,. , , 

For the worker it is a matter of consequence w tat in 
he performs among the various kinds he is able to per orm, w 1 
performs it, and under what particular conditions am c,rcU, . l, j*.'‘ . ‘ 

An unaffected observer may consider empty or even m c 
prejudices the ideas and feelings that actuate a worker w ) 
certain jobs, certain places of work, and certain conditions ° • 

to others. However, such academic judgments of unaffected ^ , 

are of no avail. For an economic treatment of the pro > ems h 
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there is nothing especially remarkable in the fact that the worker looks 
upon his toil and trouble not only from the point of view of the dis¬ 
utility of labor and its mediate gratification, but also takes into account 
whether the special conditions and circumstances of its performance 
interfere with his enjoyment of life and to what extent. The fact that 
a worker is ready to forego the chance to increase his money earnings 
by migrating to’ a place he considers less desirable and prefers to re¬ 
main in his native place or country is not more remarkable than the 
fact that a wealthy gentleman of no occupation prefers the more ex¬ 
pensive life in the capital to the cheaper life in a small town. T he 
worker and the consumer are the same person; it is merely economic 
reasoning that integrates the social functions and splits up this unity 
into two schemes. Men cannot sever their decisions concerning the 
utilization of their working power from those concerning the enjoy¬ 
ment of their earnings. 

Descent, language, education, religion, mentality, family bonds, and 
social environment tie the worker in such a way that he does not choose 
the place and the branch of his work merely with regard to the height 
of wage rates. 

We may call that height of wage rates for definite types of labor 
which would prevail on the market if the workers did not discriminate 
between various places and, wage rates being equal, did not prefer 
one working place to another, standard wage rates (S). If, however, 
i he wage earners, out of the above-mentioned considerations, value 
differently work in different places, the height of market wage rates 
( l/) can permanently deviate from the standard rates. We may call 
the maximum difference between the market rate and the standard 
rate which docs not yet result in the migration of workers from the 
places of lower market wage rates to those of higher market wage 
rates the attachment component (A). The attachment component of 
a definite geographical place or area is cither positive or negative. 

Wc must furthermore take into account that the various places 
and areas differ with regard to provision with consumers' goods as 
far as transportation costs ^in the broadest sense of the term) are con¬ 
cerned. T hese costs arc lower in some areas, higher in other areas. 
T hen there arc differences with regard to the physical input required 
for the attainment of the same amount of physical satisfaction. In 
some places a man must expend more in order to attain the same degree 
of want-satisfaction which, apart from the circumstances determining 
the amount of the attachment component, he could attain elsewhere 
more cheaply. On the other hand, a man can in some places avoid 
certain expenses without any impairment of his want-satisfaction 
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while renunciation of these expenses would curtail his sat.sfact.on in 
other places. We may call the expenses which a worker must me 
in certain places in order to attain in this sense the same degree of 
want-satisfaction, or which he can spare without curtailing his « ant- 
satisfaction, the cost component (C). The cost componcn 
definite geographical place or area is either positive or ncgamc 
If we assume that there are no institutional barriers prcxcn g 
penalizing the transfer of capital goods, workers, an com ‘" 
from one place or area to another and that the wor ers arc in 
with regard to their dwelling and working plates i\crc : p 
tendency toward a distribution of population ox er t c c » 

in accordance with the physical productivity of the P nn ™*’- . s 
factors of production and the immobilization of inconx er 
of production as effected in the past. There is, i wt lS ™^ r tor 

cost component, a tendency toward an equalization o 

the same type of work all over the earth. 

It would be permissible to call an area comparativc \ on p p 
if in it market wage rates plus the (positive or ncgatixc 
ponent are lower than the standard rates, and comparati t 
populated if in it market wage rates plus the ( positive or " - fo 

component are higher than the standard rates. But it is no I 

resort to such a definition of the terms involved. It does no help us 
in explaining the real conditions of the formation < * - an . 

and the conduct of wage earners. It is more cxpci ien . j 

other definition. We may call an area comparatively < W j 
if in it market wage rates are lower than the standard ratcsp|^ l-th 

the (positive or negative) attachment component aru 1 1 ^ 

negative) cost component, that is where M < ( , ' i lt . i : n 

cordingly an area is to be called comparative )* un t \ I 

which Af > (S + A + C). In the absence of inst.tutional migrat.on 

barriers workers move from the comparatively ox crpopu ^ ^ ^ } 
to the comparatively underpopulated until excnxx ic 

The same is true, mutatis mutandis, for the migration of ind»vid ^ 

working on their own account and selling their a )»r i 

its products or in rendering personal services. .. rt „ m mu nt 

The concepts of the attachment component an t 1C to * of oc _ 
apply in the same way to shifting from one branc x <* 
cupation to another. . . »• .u r i ieN .. 

It is hardly necessary to observe that the ,n, g r * l,on * 
theorems describe come to pass only in so far as t xtre (n 

tional barriers to the mobility of capital, labor, an con 
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this age aiming at the disintegration of the international division of 
labor and at each sovereign nation’s economic self-sufficiency, the 
tendencies they describe arc operative only within each nation’s 
boundaries. 


The Work of Annuals and of Slaves 

For man. animals are a material factor of production. It may be that one 
day a change in moral sentiments will induce people to treat animals more 
gently. Vet. as far as men do not leave the animals alone and let them go 
their way, they will always deal with them as mere objects of their own 
acting. Social cooperation can exist only between human beings because 
only these arc able to attain insight into the meaning and the advantages of 
the division of labor and of peaceful cooperation. 

Alan subdues the animal and integrates it into his scheme of action as a 
material thing. In taming, domesticating, and training animals man often 
displays appreciation for the creature’s psychological peculiarities; he ap¬ 
peals, as it were, to its soul. But even then the gulf that separates man from 
animal remains unbridgeable. An animal can never get anything else than 
satisfaction of its appetites for food and sex and adequate protection against 
injury resulting from environmental factors. Animals are bestial and in¬ 
human precisely because they are such as the iron law of wages imagined 
workers to be. As human civilization would never have emerged if men 
were exclusively dedicated to feeding and mating, so animals can neither 
consort in social bonds nor participate in human society. 

People have tried to look upon fellow men as they look upon animals and 
to deal with them accordingly. They have used whips to compel galley 
slaves and barge haulers to work like capstan-horses. However, experience 
has shown that these methods of unbridled brutalization render very un- 

w 

satisfactory results. F.vcn the crudest and dullest people achieve more when 
working of their own accord than under the fear of the whip. 

Primitive man makes no distinction between his property in women, 
children, and slaves on the one hand and his property in cattle and inani¬ 
mate things on the other. But as soon as he begins to expect from his slaves 
services other than such as can also be rendered by draft and pack animals, 
lie is forced to loosen their chains. He must try to substitute the incentive 
of self-interest for the incentive of mere fear; he must try to bind the slave 
to himself by human feelings. If the slave is no longer prevented from flee¬ 
ing exclusively by being chained and watched and no longer forced to 
work exclusively under the threat of being whipped, the relation between 
master and slave is transformed into a social nexus. The slave may, espe¬ 
cially if the memory of happier days of freedom is still fresh, bemoan his 
misfortune and hanker alter liberation. But he puts up with what seems to 
be an inevitable state of affairs and accommodates himself to his fate in 
such a way as to make it as bearable as possible. The slave becomes intent 
upon satisfying his master through application and carrying out the tasks 
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entrusted to him; the master becomes intent upon rousing the slave s zeal 
and loyalty through reasonable treatment. There develop between lor. 
and drudge familiar relations which can properly be called friendship. 

Perhaps the eulogists of slavery were not entirely wrong when they 
asserted that many slaves were satisfied with the.r station and did not aim 
at changing it. There are perhaps individuals, groups of individuals and 
even whole peoples and races who enjoy the safety and ^ur.n prm uled 
by bondage; who. insensible of humiliation and mortification arc glad to 
pay with a moderate amount of labor for the privilege of sharing m c 
amenities of a well-to-do household; and n « hose c.ves sub.ect on to t 
whims and bad tempers of a master is only a minor ev.Urn < a I 

Of course, the conditions under which the servile worU-rs t nl d in ^ 
farms and plantations, in mines, in workshops and 
ferent fro,,, the idyllically described gas life of ^ 

aids, cooks, and nurses and from the conditions of v 
maids, herdsmen, and shepherds of small farming. . "•I' - . 

was bold enough to glorify the Inc of the Roman agricultural- a '^ cha " 
and crammed together in the crgastulum, or of the Negroes of the Amen 

can cotton and sugar plantations. 1 s i .w»; r h..r m the 

The abolition of slavery and serfdom is to l,c arrr.l.uroa nc I yr to 

bs.t=ffiarac sssr- - - -. 

profitability sealed its doom in the market economy. „ c , 

of other slaves) ust as the price paid for a com is * kc i a 

yield expected from its utilization. The owner of a c d ks not p ak 

specific revenue. For him there is no "exp »•« - ^"'^Jcatia, 

the fact that the slave’s work is not remunerated and \tn*i I ^ ^ 

market price of the services he renders is possibl) g <■ ^ jn f|u . 

feeding, sheltering, and guarding him. He w o hu >s ^ cxpc cted; 

price paid make good for these economics as tar as cl * 

he pays for them in full, due allowance being made ^ ^dd o^ c - 
Whether the proprietor employs the slave in his man ho 
prise or rents his services to other people, ic wtN llw • ... 


prise or rents his services to ocner r . T .v ; ... . - ^ 

‘advantage from the existence of the institution of 

boon goes totally to the slave-hunter, i.e., the man who deprno free men 


,8. Margaret Mitchell, who in "c^ii no"to imer 

York, 19*6) eulogizes the ^uch s sbsers • fcr , to dwell upon the 

particulars concerning the ap ,»car as an aristocracy 

litions of domestic servants, who cun m her > I 


into 

conditions 
of their caste 


IHsl 


their caste. ru .rlt s and Marv Beard. 7 7 .v 

19. Cf. about the American proslavery d«* * | Mcrriam.' A History •>! 

Z of American Civilization i «944>. h W' 7 '°: a " d 


American Political Theories < New Nork, > 9*4 • PI * * • 
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of their liberty and transforms them into slaves. But, of course, the profita¬ 
bility of the slave-hunter’s business depends upon the height of the prices 
buyers are ready to pay for the acquisition of slaves. If these prices drop 
below the operation and transportation costs incurred in the business of 
slave-hunting, business no longer pays and must be discontinued. 

Now, at no rime and at no place was it possible for enterprises employ¬ 
ing servile labor to compete on the market with enterprises employing free 
labor. Servile labor could always be utilized only where it did not have to 
meet the competition of free labor. 

If one treats men like cattle, one cannot squeeze out of them more than 
cattle-like performances. But it then becomes significant that man is physi¬ 
cally weaker than oxen and horses and that feeding and guarding a slave 
is, in proportion to the performance to be reaped, more expensive than 
feeding and guarding cattle. When treated as a chattel, man renders a 
smaller yield per unit of cost expended for current sustenance and guard¬ 
ing than domestic animals. If one asks from an unfree laborer human per¬ 
formances, one must provide him with specifically human inducements. If 
the employer aims at obtaining products which in quality and quantity 
excel those whose production can be extorted by the whip, he must interest 
the toiler in the yield of his contribution. Instead of punishing laziness and 
sloth, he must reward diligence, skill, and eagerness. But whatever he may 
try in this respect, he will never obtain from a bonded worker, i.e., a 
worker who docs not reap the full market price of his contribution, a per¬ 
formance equal to that rendered by a freeman, i.e., a man hired on the 
unhampered labor market. The upper limit beyond which it is impossible 
to lift the quality and quantity of the products and services rendered bv 
slave and serf labor is far below the standards of free labor. In the pro¬ 
duction of articles of superior quality an enterprise employing the ap¬ 
parently cheap labor of unfree workers can never stand the competition of 
enterprises employing free labor. It is this fact that has made all systems o! 
compulsory labor disappear. 

Social institutions once made whole areas or branches of production 
reservations exclusively kept for the occupation of unfree labor and 
sheltered against any competition on the part of entrepreneurs employing 
free men. Slavery and serfdom thus became essential features of a rigid 
caste system that could be neither removed nor modified by the actions of 
individuals. Wherever conditions were different, the slave owners them¬ 
selves resorted to measures which were bound to abolish, step by step, the 
whole system of unfree labor. It was not humanitarian feelings and 
clemency that induced the callous and pitiless slaveholders of ancient 
Rome to loosen the fetters of their slaves, but the urge to derive the best 
possible gain from their property. They abandoned the system of central¬ 
ized big-scale management of their vast landholdings, the latifundia, and 
transformed the slaves into virtual tenants cultivating their tenements on 
their own account and owing to the landlord merely either a lease or a 
share of the yield. In the processing trades and in commerce the slaves be- 
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came entrepreneurs and their funds, the peculium, their legal quasi¬ 
property. Slaves were manumitted in large numbers because the freedman 
rendered to the former owner, the patronut, services more valuable than 
those to be expected from a slave. For the manumission was not an act ot 
grace and a gratuitous gift on the part of the owner. It was a credit opera¬ 
tion, a purchase of freedom on the installment plan, as it were. The freed- 
man was bound to render the former owner for many years or even for a 
lifetime definite payments and services. The patronus moreover ha. 
special rights of inheritance to the estate of the deceased freedman.- 
With the disappearance of the plants and farms employing unfrcc 
laborers, bondage ceased to be a system of production and became a 
political privilege of an aristocratic caste. The overlords ucrc entitle. < 
definite tributes in kind or money and to definite services on the part .. 
their subordinates; moreover their serfs children were obliged to sen e 
them as servants or military retinue for a definite length of time. But 
underprivileged peasants and artisans operated their farms and shops 
on their own account and peril. Only "hen their processes o P rot c 
tion were accomplished did the lord step in and claim a part of the pro- 

tC Latcr, from the sixteenth century on. people again began to employ un¬ 
frcc workers in agricultural and even sometimes in industrial big-scalc pr< - 
duction. In the American colonies Negro slavery became the standard 
method of the plantations. In Eastern Europe in Northeastern ,cr "'- ■ ' 
in Bohemia and its annexes Moravia and Silesia, in Poland, in the Baltic 
countries, in Russia, and also in Hungary and its annexes-b.g-ssale rar ¬ 
ing was built upon the unlimited statute labor of serfs. Both these s>stc 
of unfrcc labor were sheltered by political institutions against the competi¬ 
tion of enterprises employing free workers. In the plantation colonies the 
high costs of immigration and the lack of sufficient legal and pidic.al pro¬ 
tection of the individual against the arbitrariness of go' eminent o k . 
and the planter aristocracy prevented the emergence of a sufficient su| | 
of free labor and the development of a class of independent farmers. In 
Eastern Europe the caste system made it impossible for outsiders to cn 
the field of agricultural production. Big-scalc farming was reserve, to 
members of the nobility. Small holdings were reserved to unfree bondmu - 
Yet the fact that the enterprises employing unfrcc labor would not le 
able to stand the competition of enterprises employing rec a ‘ 
contested by anybody On this point the eighteenth- and early mnctccnt 
century authors on agricultural management were no less unanimous tha 
the writers of ancient Rome on farm problems. But the abolition of slavery 
and serfdom could not be affected by the free play of the market sy ste . 
political institutions had withdrawn the estates of the nobility and the 
plantations from the supremacy of the market. Slavery and serfdom 

20. Cf. Ciccoti. I.e Declin de reiclavagc antique (Paris. PP '?^' 

Salvioli, Lc Capitalime dam le monde antique (Paris. .906), PP . ' 4 ' ■ 

The Slave Power (London, 1862), p. 234. 
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abolished by political action dictated by the spirit of the much-abused 
laissez fairc, laissez passer ideology. 

Today mankind is again faced with endeavors to substitute compulsory 
labor for the labor of the freeman selling his capacity to work as a “com¬ 
modity” on the market. Of course, people believe that there is an essential 
difference between the tasks incumbent upon the comrades of the socialist 
commonwealth and those incumbent upon slaves or serfs. The slaves and 
serfs, they say, toiled for the benefit of an exploiting lord. But in a socialist 
system the produce of labor goes to society of which the toiler himself is a 
part; here the worker works for himself, as it were. What this reasoning 
overlooks is that the identification of the individual comrades and the 
totality of all comrades with the collective entity pocketing the produce of 
all work is merely fictitious. Whether the ends which the community s 
officeholders are aiming at agree or disagree with the wishes and desires 
of the various comrades, is of minor importance. The main thing is that 
the individual's contribution to the collective entity's wealth is not requited 
in the shape of wages determined by the market. A socialist commonwealth 
lacks any method of economic calculation; it cannot determine separately 
w hat quotas of the total amount of goods produced arc to be assigned to 
the various complementary factors of production. As it cannot ascertain 
the magnitude of the contribution society owes to the various individual's 
efforts, it cannot remunerate the workers according to the value of their 
performance. 

In order to distinguish free labor from compulsory labor no metaphysi¬ 
cal subtleties concerning the essence of freedom and compulsion arc re¬ 
quired. We may call free labor that kind of extroversive, not immediately 
gratifying labor that a man performs either for the direct satisfaction of his 
ow n w ants or for their indirect satisfaction to be reaped by expending the 
price earned by its sale on the market. Compulsory labor is labor per¬ 
formed under the pressure of other incentives. If somebody were to take 
umbrage at this terminology because the employment of words like free¬ 
dom and compulsion may arouse an association of ideas injurious to a dis¬ 
passionate treatment of the problems involved, one could as well choose 
other terms. We may substitute the expression h labor for the term free 
labor and the term labor for the term compulsory labor. The crucial 
problem cannot be affected by the choice of the terms. What alone matters 
is this: What kind of inducement can spur a man to submit to the disutility 
of labor if his ow n want-satisfaction neither dircctlv nor—to any appreci¬ 
able extent—indirectly depends on the quantity and quality of his perform¬ 
ance? 

Let us assume for the sake of argument that many workers, perhaps 
even most of them, will of their ow n accord dutifully take pains for the 
best possible fulfillment of the tasks assigned to them bv their superiors. 
(We may disregard the fact that the determination of the task to be im¬ 
posed upon the various individuals would confront a socialist common¬ 
wealth with insoluble problems.) But how to deal with those sluggish and 
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careless in the discharge of the imposed dories? There is no other way left 
than to punish them. In their superiors must be vested the authority to 
establish the offense, to give judgment on its subjective reasons, and to 
mete out punishment accordingly. A hegemonic bond is substituted for 
the contractual bond. The worker becomes sub,ect to the discretion^ 
power of his superiors, he is personally subordinate to h.s chief s disc.pl,n- 

"inT market economy the w orker sells his services as other people sell 
their commodities. The employer is not the employee s lord. He »P 
the buyer of services which he must purchase at their market pnu 
course! like every other buyer an employer too can take lAetnes But he 
resorts to arbitrariness in hiring or discharging wor crs. e mus 
bill. An employer or an employee entrusted with the management of a d 
partment of an enterprise is free to discriminate m hiring "orkers to fire 
them arbitrarily, or to cut down their wages below the mark r e- " 
indulging in such arbitrary acts he jeopardises the prohtab.l t of 
enterprise or his department and thereby impairs h.s own - , 

position in the economic system. In the market economy such « hmis I ring 
their own punishment. The only real and effective protect.on o he w. gc 
earner in the market economy is provided by the p •>> " ' ' l ( 

mining the formation of prices. The market makes the workrmh iuk, 
of arbitrary discretion on the part of the employer and mad. I he 
workers are subject only to the supremacy of the comm'» « *£' r 
employers are too. In determining, by buying or abstention fro' us ing 
theprices of products and the employment of factors of production, eon 
sumers assign to each kind of labor its market pncc. 

What makes the worker a free man is precisely the 
plover, under the pressure of the market's price structure “™Mder almra 
commodity, an instrument of earning prohts. The emp o 
of the employer merely a man who for a consideration in m«ne helps , 
to make money. The employer pays for services rendered a d cm 

ployee performs in order to earn wages. hircit nuM 

employer and cmplovcc no question of fa\or or di ‘ i|imlfitv „f 

does not owe the employer gratitude; he owes him a definite quant,t> 

work of a definite kind and quality. r the 

That is why in the market economy the employer cat •■« 
power to punish the employee. All nonmarket systems of productmn n w 
give to those in control the power to spur on the slow ''«kcr «o »t,ul 
and application. As imprisonment withdraws the wo • . 

at leas P t reduces considerably the value of h s contribution. ™1''- 1 
ment has always been the classical means of keeping slaves ■,» * 

work. With the abolition of unfree labor one: cou!d^dispense with ' J‘l> 

as a stimulus. Flogging was the symbol of bond labor. n m f 
market society consider corporal punishment mhuman and humihatmg t 
such a degree that it has been abolished also in the schools, in the penal 

code, and in military discipline. 
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He who believes chat a socialist commonwealth could do without com¬ 
pulsion and coercion against slothful workers because everyone will spon¬ 
taneously do his duty, falls prey to the same illusions implied in the doctrine 
of anarchy. 



XXII. THE NONHUMAN ORIGINAL FACTORS 
OF PRODUCTION 


I 


i. General Observations Concerning the Theory of Rent 
n the frame of Ricardian economics the idea of rent was an attempt 
x at a treatment of those problems which modern economics ap¬ 
proaches by means of marginal-utility analysis.' Ricardo s theorx a | - 
pears rather unsatisfactory when judged from the pomt of view f 
present-day insight; there is no doubt that the method of the 
subjective-value theory is far superior. \ et the renown of the rent 
theory is well deserved; the care bestowed upon “* 

perfection brought forth fine fruits. I here is no reason or 'e 

of economic thought to feel ashamed of the rent theory. 

The fact that land of different quality and fertility, i.e.. yield mg 
different returns per unit of input, is valued differently does no ( « 
any special problem to modern economics. As far as Ricardo s c 
refers to the graduation in the valuation and appraisement of p c s 

of land, it is completely comprehended in the modern theor of he 
prices of factors of production. It is not the content of the rent 
that is objectionable, but the exceptional position assigned 
the complex of the economic system. Differential rent is a gene 
phenomenon and is not limited to the determination " * ,c I ^ 
land. The sophisticated distinction between "rents and quasi- e 
is spurious. Land and the services it renders are dealt with m he same 
way as other factors of production and their services. Control ot a 
better tool yields •■rent"' when compared «.th the returns of 
suitable tools which must be utilized on account of the ,nsu.be n 
supply of more suitable ones. The abler and more zealous workc. 
earns a “rent” when compared with the wages earned by Ins less skill- 

ful and *less industrious competitors. ... i 

The problems which the rent concept «as designee! to solve evere 
for the most pan generated by the employment of inappropriate 

.. It was. says Fetter (.Encyclopaedia of f he Social Soencei, XIII. •■<>' >. 

Begriindcr d er .Eeore.i.cUeu . .. 

(Jena, 1924), pp. 54 ff. 
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terms. The general notions as used in everyday language and mundane 
thought were not formed with regard to the requirements of praxeo- 
logical and economic investigation. I he early economists were mis¬ 
taken in adopting them without scruple and hesitation. Only if one 
clings naively to general terms such as land or labor , is one puzzled 
by the question why land and labor are differently valued and ap¬ 
praised. He who does not allow himself to be fooled by mere words, 
but looks at a factor’s relevance for the satisfaction of human wants, 
considers it a matter of course that different services arc valued and 
appraised differently. 

The modern theory of value and prices is not based on the classifi¬ 
cation of the factors of production as land, capital, and labor. Its 
fundamental distinction is between goods of higher and of lower 
orders, between producers* goods and consumers' goods. When it 
distinguishes within the class of factors of production the original 
(nature-given) factors from the produced factors of production (the 
intermediary products) and furthermore w ithin the class of original 
factors the nonhuman (external) factors from the human factors 
(labor), it docs not break up the uniformity of its reasoning concern¬ 
ing the determination of the prices of the factors of production. I he 
law controlling the determination of the prices of the factors of pro¬ 
duction is the same with all classes and specimens of these factors. The 
fact that different services rendered by such factors arc valued, ap¬ 
praised, and dealt with in a different way can only amaze people who 
fail to notice these differences in scrviccablcness. He who is blind to 
rhe merits of a painting may consider it strange that collectors should 
pay more for a painting of Velasquez than for a painting of a less 
gifted artist; for the connoisseur it is self-evident. It docs not astonish 
the farmer that buyers pay higher prices and tenants higher leases for 
more fertile land than for less fertile. The only reason why the old 
economists were puzzled by this fact was that they operated with a 
general term land that neglects differences in productivity. 

I hc greatest merit of the Ricardian theory of rent is the cognizance 
of the fact that the marginal land docs not yield any rent. From this 
knowledge there is but one step to the discovery of the principle of 
valuational subjectivism. Yet blinded by the real cost notion neither 
rhe classical economists nor their epigones took this step. 

While the differential-rent idea, by and large, can be adopted by 
the subjective-value theory, the second rent concept derived from 
Ricardian economics, viz., the residual-rent concept, must be rejected 
altogether. I his residual-claimant idea is based on the notion of real 
or physical costs that docs not make any sense in the frame of the 
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modern explanation of the prices of factors of production. I he reason 
why the price of Burgundy is higher than that of Ch,anti is not the 
higher price of the vineyards of Burgundv as against those o. I ..scan 
The causation is the other way around. Because people arc reads to 
pay higher prices for Burgundy than for Chiant. winegrowers arc 
ready to pay higher prices for the vineyards of BurgumU than fo. 

those of Tuscany. . 

Profits are not a share left over when all costs of production ha 

been paid. In the evenly rotating economy such a surplus «»t the prices 
of products over and above costs could never appear. In the changu g 
economy differences between the prices of the products and the sum 
of the prices that the entrepreneur has expended for the purchase > 
the complementary factors of production plus interest on the capital 
invested can appear in cither direction, i.c.. either as profit or as loss. 
These differences arc caused by changes which arise .n the P r "-es " 
the products in the time interval. He « ho succeeds better than others 
in anticipating these changes in time and acts accorcingy. *1 
profits. He who fails in his endeavors to adjust h.s entrepreneurial 
ventures to the future state of the market is penalized by losses. 

The main deficiency of Ricardian economics v. as that 
theory of the distribution of a total product of a nation ' l ,,m 1 ‘ • 

Like the other champions of classical economics ,c * ir \° 11LK 

free himself from the Mercantilist image of the \ olkswirtsch. . 
his thought the problem of the determination of price* u ; ,s s ’ 
ordinated to the problem of the distribution of \\ cjIm. ^ c " * • 
characterization of his economic philosophy as t \m o 1 ,c ' 
factoring middle classes of contemporary hngland nnssts r K \ * 
These Knglish businessmen of the early nineteenth century " c 
interested in the total product of industry and its distri mi hm . 
were guided by the urge to make profits and to avoid losses. 

Classical economics erred when it assigned to land a distinct \ l 
in its theoretical scheme. Land is. in the economic sense, a ac o « 
production, and the laws determining the formation of the prwes 
land arc the same that determine the formation of the prices ot other 
factors of production. All peculiarities of the economic teac lings con 
ccrning land refer to some peculiarities of the data in\«> 'o 
j. cr„ for example. Haney. History o, Economic Though, <rc«. cd. 

York, 1917). p- 175 - 
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2. The Time Factor in Land Utilization 

The starting point of the economic teachings concerning land is 
the distinction between two classes of original factors of production, 
viz., human and nonhuman factors. As the utilization of the non¬ 
human factors is as rule connected with the power to utilize a piece 
of the earth, wc speak of land when referring to them.' 

In dealing with the economic problems of land, i.e., the nonhuman 
original factors of production, one must neatly separate the praxco- 
logical point of view from the cosmological point of view. It may 
make good sense for cosmology in its study of cosmic events to speak 
of permanency and of the conservation of mass and energy. If one 
compares the orbit within which human action is able to affect the 
natural environmental conditions of human life with the operation 
of natural entities, it is permissible to call the natural powers inde¬ 
structible and permanent or—more precisely—safe against destruc¬ 
tion bv human action. For the great periods of time to which cos¬ 
mology refers, soil erosion (in the broadest sense of the term) of such 
an intensity as can be effected by human interference is of no im¬ 
portance. Nobody knows today whether or not cosmic changes will 
in millions of years transform deserts and barren soil into land that 
from rhe point of view of our present-day knowledge will have to 
be described as extremely fertile and the most luxuriant tropical 
gardens into sterile land. Precisely because nobody can anticipate 
such chanijcs nor venture to influence the cosmic events which pos¬ 
sibly could bring them about, it is supererogatory to speculate about 
them in dealing with the problems of human action/ 1 

The natural sciences may assert that those powers of the soil that 
condition its scrviccablencss for forestry, cattle breeding, agriculture, 
and water utilization regenerate themselves periodically. It may be 
true that even human endeavors deliberately directed toward the ut¬ 
most dc\ astation of the productive capacity of the earth’s crust could 
at best succeed only with regard to small parts of it. But these facts do 
not strictly count for human action. I he periodical regeneration 
of the soil’s productive poweis is not a rigid datum that would face 
man with a uniquely determined situation. It is possible to use the soil 
in such a way that this regeneration is slowed dow n and postponed or 

4. Legal provisions concerning the separation of the right of hunting, fishing, 
and extracting mineral deposits from the other rights of the owner of a piece of 
land arc of no interest for catallactics. The term land as used in catallactics in¬ 
cludes also expanses of water. 

5. Thus also the problem of entropy stands outside of the sphere of praxcologi- 
cal meditation. 
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the soil’s productive power either vanishes altogether for a definite 
period of time or can only be restored by means of a considerable 
input of capital and labor. In dealing with the soil man has to choose 
between various methods different from one another with regard to 
the preservation and regeneration of its productive power. No less 
than in any other branch of production, the time factor entc rs a -■ • 
into the conduct of hunting, fishing, grazing, cattle breeding, plant 
growing, lumbering and water utilization. Here too man must choose 
between satisfaction in nearer and in more remote perm s o i k 
future. Here too the phenomenon of originary interest, entailed in 
every human action, plays its paramount role. 

There are institutional conditions that cause the persons involved to 
prefer satisfaction in the nearer future and to disregard entirely or al¬ 
most entirely satisfaction in the more distant future. If the soil is on 
the one hand not owned by individual proprietors and on the othci 
hand all, or certain people favored by special privilege- or y ' K - K 
state of affairs, are free to make use of it temporarily for their oun 
benefit, no heed is paid to the future. The same is the case when the 
proprietor expects that he will be expropriated in a not too distant 
future. In both cases the actors are exclusively intent upon squeezing 
out as much as possible for their immediate advantage. K > 10 
concern themselves about the temporally more remote consequences 
of their methods of exploitation. Tomorrow does not count tor them. 
The history of lumbering, hunting, and fishing pros it es p cn \ 
lustrative experience; but many examples can also be found in « c 

branches of soil utilization. , . 

From the point of view of the natural sciences, the "iaintci».i.Kc 

capital goods and the preservation of the powers of rhe * " n r 
rum onriralti ziifTnronr /> 4 r<»nnrif*s The produced fac 


ducrion 


two entirely different categories. The produced factors ot pr 
perish sooner or later entirely in the pursuit of pnu uttion P 1 * y 
and piecemeal arc transformed into consumers goods wind, au 
eventually consumed. If one docs not want to m.i e t w resu s “ 
oast savin? and capital accumulation disappear, one must. »p »i " # 


past saving and capital accunu—. , , , . , • 

consumers’ goods, also produce that amount of capita gom s w tic 
needed for the replacement of those worn out. If one weic to J U T “ 
this, one would finally consume, as it were, the eapiti* goot s. 
would sacrifice the future to the present; one won 1 nc m 11X11 . 
today and be in w ant later. ., 

But, it is often said, it is different with the powers of I ltc> 

cannot be consumed . Such a statement is meaningful how ever, onlx 
from the point of view of geology. But from the geo ogica pom 
view one could, or should, no less deny that factor) ccpiipmcnt 01 a 
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railroad can he “eaten up.” The gravel and stones of a railroad’s sub¬ 
structure and the iron and steel of the rails, bridges, cars, and engines 
do not perish in a cosmic sense. Only from the praxeological point of 
view is it permissible to speak of the consumption, the eating up, 
of a tool, a railroad, or a steel mill. In the same economic sense we 
speak of the consumption of the productive powers of the soil. In 
forestry, agriculture, and water utilization these powers are dealt with 
in the same way as other factors of production. With regard to the 
powers of the soil, too, the actors must choose between processes of 
production which render higher output at the expense of productivity 
in later periods and processes which do not impair future physical 
productivity. It is possible to extract so much from the soil that its 
later utilization will render smaller returns (per unit of the quantities 
of capital and labor employed) or practically no returns at all. 

It is true that there are physical limits to the devastating powers of 
man. (These limits arc sooner reached in lumbering, hunting, and 
fishing than in filling the soil.) But this fact results only in a quantita¬ 
tive, not in a qualitative difference between capital decumulation and 
soil erosion. 

Ricardo calls the powers of the soil “original and indestructible.* ,l 
However, modern economics must stress the point that valuation and 
appraisement do not differentiate between original and produced 
factors of production, and that the cosmological indestructibility of 
mass and energy, whatever it may mean, does not enjoin upon land 
utilization a character radically different from other branches of 
production. 


3. The Submarginal Land 

The services a definite piece of land can render in a definite period 
of time are limited. If they w ere unlimited, men would not consider 
land a factor of production and an economic good. However, the 
quantity of soil available is so vast, nature is so prodigal, that land is 
still abundant. Therefore, only the most productive pieces of land 
arc utilized. There is land which people consider—cither with regard 
to its physical productivity or with regard to its location—as too poor 
to be worth cultivating. Consequently the marginal soil, i.e., the 
poorest soil cultivated, yields no rent in the Ricardian sense. 7 Sub- 
marginal land would be considered entirely worthless if one were 

ft. Ricardo. Principles of Political Economy and Taxation, p. 34. 

7. There are areas in which practically even' corner is cultivated or othenvisc 
utilized. But this is the outcome of institutional conditions barring the inhabitants 
of these regions from access to more fertile unused soil. 
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not to appraise it positively in anticipation of its being MiUred 

later days. 8 , 

The fact that the market economy docs not have a more *»‘l *• 
supply of agricultural products is caused by the scarcity ol e ap.tai 
and labor, not by a scarcity of cultivable land. An increase in tlu 
surface of land available would—other things being equal—increase 
the supply of cereals and meat only it the additional lands km.) 
exceeded that of the marginal land already previously cultivated. On 
the other hand, the supply of agricultural products would be me rc.se 
by any increase in the amount of labor and capital a\ai a > c. P r "' K 
the consumers do not consider another employment of the addition, 
amount of capital and labor more appropriate to (ill their most uige. 
wants.® 

The useful mineral substances contained in the soil are J in 

quantity. It is true that some of them arc the outgrowth of natural 
processes which are still going on and increasing the ex.st.ng depos s. 
However, the slowness and length of these processes makes them 
significant for human action. Man must take into account lu 
available deposits of these minerals arc limited. I \er\ sing v. mu <■ 
oil source is exhaustible; many of them arc already ex taustev 
may hope that new deposits will be discovered and that tec ' no °r c ‘ 
procedures will be invented which xv ill make it puss. > c to ut» 4 
posits which today cannot be exploited at all or only at unreaso.. c 
costs. We may also assume that the further progress of tecImol.M k. 
knowledge will enable later generations to utilize su .stances \ c 
cannot be utilized today. But all these things do not matter to *- 
present-day conduct of mining and oil drilling. K * 1 c P OM t ' 
mineral substances and their exploitation arc 
features 
with them. 


not characterized by 


which would give a particular mark to human action dca m 
:m. For catallactics the distinction between sod used m g 
culture and that used in mining is merely a distinction o i ata. 

Although the available quantities of these mineral substances. . 
limited, and although we may academically concern ou.se ' ts 
the possibility that they will be entirely exhausted one day. £ g 
men do not consider these deposits rigidly li.intei. KI1 _ 

take into account the fact that definite mines and "e s w. * ^ 
exhausted, but they do not pay heed to the fact that at an un no 

8. The appraisal of a piece of soil must not he confused '' ‘ * 1 !.''.V theTnvest - 
the improvements, i.e., the irremovable and inconvertible outputs per 

men* of capital and labor that facilitate its utilization and raise fut I » 

unit of current future inputs. ... . . • r i„. ri . , ri . n ,> 

9- These observations, of course, refer only to conditions in « Inch 
institutional barriers to the mobility of capital anil labor. 
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later date all the deposits of certain minerals may come to an end. 
For to present-day action the supply of these substances appears to 
be so abundant that one does not venture to exploit all their deposits 
to the full extent which the state of technological knowledge per¬ 
mits. The mines are utilized only as far as there is no more urgent 
employment available for the required quantities of capital and labor. 
There are therefore submarginal deposits that are not utilized at all. 
In every mine operated the extent of the production is determined 
by the relation between the prices of the products and those of the 
required nonspecific factors of production. 


4. The Land as Standing Room 

The employment of land for the location of human residences, 
workshops, and means of transportation withdraws pieces of soil 
from other employments. 

The particular place which older theories attributed to urban site 
rent need not here concern us. It is not especially noteworthy that 
people pay higher prices for land they value more for housing than 
for land which they value less. It is a matter of fact that for workshops, 
warehouses, and railroad yards people prefer locations which reduce 
costs of transportation, and that they are ready to pay higher prices 
for such land in accordance with the economies expected. 

Land is also used for pleasure grounds and gardens, for parks and 
for the enjoyment of the grandeur and beauty of nature. With the 
development of the love of nature, this very characteristic feature 
of “bourgeois*’ mentality, the demand for such enjoyments increased 
enormously. The soil of the high mountain chains, once merely con¬ 
sidered a barren dreariness of rocks and glaciers, is today highly 
appreciated as the source of the most lofty pleasures. 

From time immemorial access to these spaces has been free to 
everybody. F.vcn if the land is owned by private individuals, the 
owners as a rule have not the right to close it to tourists and mountain- 
climbers or to ask an entrance fee. Whoever has the opportunity to 
visit these areas, has the right to enjoy all their grandeur, and to con¬ 
sider them his own, as it were. The nominal owner docs not derive 
any advantage from the satisfaction his property gives to the visitors. 
But this does not alter the fact that this land serves human well-being 
and is appreciated accordingly. The ground is subject to an easement 
that entitles everybody to pass along and to camp on it. As no other 
utilization of the area concerned is possible, this servitude completely 
exhausts all the advantages the proprietor could reap from his owner- 
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ship. Since the particular services which these rock* and glaciers can 
render are practically inexhaustible, do not wear out, and do no re 
quire any input of capital and labor for their conserve'^ ar¬ 
rangement does not bring about those consequences « appeared 
wherever it was applied to lumbering, hunung. and fchmg! 

If in the neighborhood of these mountain chains, the sp 
for the construction of shelters, hotels, and means of «a^portat.on 
(e.g., rack railroads) is limited, the owners of thes * P 

soil can sell or rent them on more propitious terms and ' ^ J tr ' 
themselves a part of the advantages the tourists reap1 from the f.c 
accessibility of the peaks. If this is not the case, the tourists en,ov all 
these advantages gratuitously. 


5. The Prices of Land 

In the imaginary construction of the evenly roaring economy 
buying and selling of the services of definite pieces f ^ ()| 

differ at all from buying and selling the services <> " ^ stnRC , 

production. All these factors ar ^PP^fuwrc’duc'alh.uance being 

theywillrenderinvariouspcnodsofthcfuturc.cn 

-i s 

for the submarginal land) no puce IS P ’ $ a higher output 

(i.e M land that, compared with the marginal . . • - 

per unit of input of capital and labor) is appraised .n iccoi ai e 

the degree of its superiority. Its price is the sum of all .ts fu« ur c 
each of them discounted at the rate of originarv 11 . 1 , ,|, c j„c 

In the changing economy people buying and scdbng .i l ' U b 
account of expected changes in the market price f«. 
rendered by the soil. Of course, they may err in the J • 
but this is another thing. They try to anticipate to « c best of the^ 
abilities future events that may alter the nj|U« ^ ^ ^ 
m accordance with these opinions. If 1 wl || be higher 

yield of the piece of land concerned « ll r, ^^ . t;ltion ,. ,,.is is. 
than it would have been in the absence f - 1 

10. There is need to remember again that *^’J^f/cVv F toultimate logical 
evenly rotating economy cannot be carnea 'blcms of land one must 

consequences (sec above, p. .«). W ih regard ml be P^'^ruc. ion. char- 
stress two points: First, tnat in the frame o ? affairs there is no room 

acterizcd by the absence of changes in the r conduct o ana r . jmo lhi , 

for the buying and selling of land. S«ond £ ord^ ^ ^ ^ 
construction mining and oil drilling sve nu ..... flial an y of the operated 

permanent character and must disregard lhc P change in the quantity ol 

mines and wells could be exhausted or even undergo a cna. g 
output or of current input required. 
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for instance, the case with suburban land in the neighborhood of cities 
growing in population or with forests and arable land in countries in 
which pressure groups are likely to succeed in raising, by means of 
tariffs, the prices of timber and cereals. On the other hand, fears con¬ 
cerning the total or partial confiscation of the net yield of land tend 
to lower the prices of land. In everyday business language people 
speak of the “capitalization” of the rent and observe that the rate of 
capitalization is different w ith different classes of land and varies even 
within the same class with different pieces of soil. This terminology 
is rather inexpedient as it misrepresents the nature of the process. 

In the same wav in which buyers and sellers of land take into 
• • 

account anticipated future events that will reduce the net return, 
they deal with taxes. Taxes levied upon land reduce its market price 
to the extent of the discounted amount of their future burden. The 
introduction of a new tax of this kind which is likely not to be abol¬ 
ished results in an immediate drop in the market price of the pieces of 
land concerned. This is the phenomenon that the theory of taxation 
calls amortization of taxes. 

In many countries the owners of land or of certain estates enjoyed 
special political legal privileges or a great social prestige. Such in¬ 
stitutions too can play a role in the determination of the prices of land. 


The Myth of the Soil 

Romanticists condemn the economic theories concerning land for their 
utilitarian narrow-mindedness. Fconon lists, they say, look upon land from 
the point of view of the callous speculator who degrades all eternal values 
to terms of money and profit. Yet, the glebe is much more than a mere 
factor of production. It is the inexhaustible source of human energy and 
human life. Agriculture is not simply one branch of production among 
many other branches. It is the only natural and respectable activity of man, 
the only dignified condition of a really human existence. It is iniquitous to 
judge it merely with regard to the net returns to be squeezed out of the 
soil. The soil not only bears the fruits that nourish our body; it produces 
first of all the moral and spiritual forces of civilization. 'The cities, the 
processing industries, and commerce are phenomena of depravity and de¬ 
cay; their existence is parasitic; they destroy what the ploughman must 
create again and again. 

cars ago. w lien fishing and hunting tribesmen began to 
cultivate the soil, romantic reverie was unknown. But if there had lived 
romanticists in those ages, they would have eulogized the loftv moral 
values of the hunt and would have stigmatized soil cultivation as a phe¬ 
nomenon of depravity. They would have reproached the ploughman for 
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desecrating the soil that the gods had given to .nan as a hunting ..id 

and for degrading it to a means of P ro ^ cn ""- considcrcd (hc soil as am- 

than improvement of the soil thc unio , m stica with 

fruits to be harvested. These P co P in thc swi |. All thev aimed at was 

the mysterious powers and forces dd rituals and adjurations 

bigger and better crops. Thc> resorted - thoii of attaining 

because in their opinion this was t e "'"' nv crrc j vv hen thev interpreted 
the ends sought. 1 heir sophisticate | E • . v r eal 'peasant docs 

these ceremonies from an 'hdeahstic P«“ *"Jous powers, 

not indulge in ecstatic babble a o ^ ()li cc , „f sentimental emo- 

553 «*■ 3 - - 

not as high as they want them to be 1>cul ,i cs of thc landscape vv ere 

Love of nature and appreciate of thc c ;,; cs brought them 

foreign to thc rural ^puUt.on. The ' ^b,. ^ n appreciate the 
to thc countryside. It was thc ci t b c point of ' 

land as nature, while the countrymen van [a j sing aiu , breeding 

of its productivity for hunting. lu« - j . f ,bc Alps were merely 

From time immemorial the rocks and gbc.m the tow nsfolk ven- 

waste land in the eyes of the ^“'''Xmone v inti -be valleys, did they 
tured to climb thc peaks, and broug : c |j nl i,ini> and skiing "ere 

change their minds. 1 he pioneers o • thev could 

ridiculed by thc indigenous population until thev 

derive gain from this eccentricity. citv-dwcllcrs were the 

Not shepherd, but sophisticated aristmrats and <f fanci „ far 

authors of bucolic poetry. Pap nr removed from the soil is the 

removed from earthy concerns. . Mossom from the moss of the 

modern political myth of the soil. It d d notbh <(f (hc citics and 

forests and thc loam of the fields, but roin because they find it a 

the carpet, of the salon. The fanners ,„ak ^ „ r .„ sC thc prices of 

practical means of obtaining political privilege 
their products and of their farms. 



XXIII. THE DATA OF THE MARKET 


i. The Theory and the Data 


C atallactics, the theory of the market economy, is not a system 
of theorems valid only under ideal and unrealizable conditions 
and applicable to reality merely with essential restrictions and modi¬ 
fications. All the theorems of catallactics are rigidly and without 
any exception valid for all phenomena of the market economy, pro¬ 
vided the particular conditions which they presuppose arc present. 
It is, for instance, a simple question of fact whether there is direct or 
indirect exchange. But where there is indirect exchange, all the general 
laws of the theory of indirect exchange are valid with regard to the 
acts of exchange and the media of exchange. As has been pointed out.’ 
praxcological knowledge is precise or exact knowledge of reality. All 
references to the epistemological issues of the natural sciences and all 
analogies derived from comparing these two radically different realms 
of reality and cognition are misleading. There is, apart from formal 
logic, no such thing as a set of “methodological” rules applicable both 
ro cognition by means of the category of causality and to that by- 
means of the category of finality. 

Praxeology deals with human action as such in a general and univer¬ 
sal way. It deals neither with the particular conditions of the environ¬ 
ment in which man acts nor with the concrete content of the valua¬ 
tions which direct his actions. For praxeology data arc the bodily and 
psychological features of the acting men. their desires and value judg¬ 
ments, and the theories, doctrines, and ideologies they develop in order 
to adjust themselves purposively to the conditions of their environ¬ 
ment and thus to attain the ends they arc aiming at. These data, al¬ 
though permanent in their structure and strictly determined by the 
laws controlling the order of the universe, are perpetually fluctuating 
and varying; they change from instant to instant.^ 

The fullness of reality- can be mentally- mastered only by a mind 
resorting both to the conception of praxeology and to the under- 


1. See above, p. 39- 

2. Cf. Strigl, Die okonomischen Kategorien und die Organisation der Wirt - 
schaft (Jena, 1923), pp. 18 ff. 
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the totality of knowledge. What the var.ous single br^hes of sete 

SSiTS "-KSL <—r .. 

with reality. The Historical School and the In . thciM . 

outlaw the study of praxeology and ct ""°'"^ , call them 

selves merely with the registration of the data or »■ ^ ^ 

nowadays, the institutions. But no statcmci - theorems, 

can be made without reference to a cause. 

When an institut.onal.st a^r.bes a d , ^ of the capitalist 

e.g., mass unemployment to the aiicg . „ ln objecting 

mode of production, he resorts to an in h !s con- 

to the closer examination of the the - (rf t ,‘ c fallacies ..f his 

elusions, he merely wants to av oid p »• r unadulterated 

argument. There is no such thing as a mere reco ^ " „ ts arc 

facts apart from any reference to theories. As *oo«»™ a then is 
recorded together or integrated inni a, e^. ^ ^ ^ ( . )m ,, c|aC en them 
operative.'1 he question whcthei t • f |uiniJI1 action 

can only be answered by a the.; > • of correlation if one 

by praxeology. It n» vain to search to * unhand. The co¬ 
does not start from a theoretical msjg u ^ l J uir , indicating am sig- 

efficient may have a high numerical value f ' 

nificant and relevant connection between the 


2 The Role of Power 
•n. Hisiorici School ...a 

for disregarding the role which P°" c I ^ individual, i>. 
notion of economics, v.z., the cho»s £ js „ (>t fn £. choose and 
they say, an unrealistic concept. Re. (>f irrCN is,il,|c power, 

to act. He is subject to social pressure, < ^ llUcr K ll „ ns „f the 

It is not the individuals’ value (udgme , 

forces of power that determine the mar ct |> ; J 

, Cf. Colicn ana Nagel. zb, - *** 

(New York, 19)9)* PP- 3 , 6 _ 3 22 - 
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These objections are no less spurious than all other statements of 
the critics of economics. 

Praxeologv in general and economics and catallactics in particular 
do not contend or assume that man is free in anv metaphysical sense 
attached to the term freedom. Man is unconditionally subject to the 
natural conditions of his environment. In acting he must adjust him¬ 
self to the inexorable regularity of natural phenomena. It is precisely 
the scarcity of the nature-given conditions of his welfare that enjoins 
upon man the necessity to act. 4 

In acting man is directed bv ideologies. He chooses ends and means 
under the influence of ideologies. The might of an ideology is either 
direct or indirect. It is direct when the actor is convinced that the 
content of the ideology is correct and that he serves his own interests 
directly in complying with it. It is indirect when the actor rejects the 
content of the ideology as false, but is under the necessity of adjusting 
his actions to the fact that this ideology is endorsed by other people. 
The mores of their social environment arc a power which people 
arc forced to consider. Those recognizing the spuriousness of the 
generally accepted opinions and habits must in each instance choose 
between the advantages to be derived from resorting to a more effi¬ 
cient mode of acting and the disadvantages resulting from the con¬ 
tempt of popular prejudices, superstitions, and folkways. 

The same is true with regard to violence. In choosing man must 
take into account the fact that there is a factor ready to exercise violent 
compulsion upon him. 

AH the theorems of catallactics arc valid also with regard to actions 
influenced by such social or physical pressure. The direct or indirect 
might of an ideology and the threat of physical compulsion arc merely 
data of the market situation. It docs not matter, for instance, what 
kind of considerations motivate a man not to offer a higher bid for 
the purchase of a commodity than the one he really makes without 
obtaining the good concerned. For the determination of the market 
price it is immaterial whether he spontaneously prefers to spend his 
money for other purposes or whether he is afraid of being looked 
upon by his fellow men as an upstart, or as a spendthrift, afraid of 

4. Most social reformers, foremost among them Fourier and Marx, pass over in 
silence the fact that the nature-given means of removing human uneasiness are 
scarce. As they sec it. the fact that there is not an abundance of all useful things 
is merely caused by the inadequacy of the capitalist mode of production and will 
therefore disappear in the “higher phase" of communism. An eminent Menshevik 
author who could not help referring to the nature-given barriers to human well¬ 
being, in genuinely Marxian style, calls Nature “the most relentless exploiter." 
Cf. Mania Gordon, Workers Before and After l.enin (New York, 1941), pp. 227. 

4 * 8 . 
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violating a government-decreed ceiling price or of defying 

tor reach' to resort to violent revenge. In any case Ins al.stent.on from 

bidding a higher price contributes to the same extent to the emerge c 

of the market price. 5 ... « . ncrs 

It is customary nowadays to signify the positioi 
of property occupy on the market as economic p-cr I he ^ 
pediency of this terminology is questionable.1 he * ' - 

inappropriate as far as it is intended to imp > that w js 
of economic power the determination <> nc m. P 

controlled by laws other than those dealt w.«h »•> c .tallact.c 
0 

3. The Historical Role of War and Conquest 

Many authors glorify war and revolution^ 

Carlyle and Ruskin, Nietzsche. gorges• ; £ * J u , r Muw . 1 |j n j 
harbingers of the ideas which Lenin and Stalin. Iunei 

P mVoSof history, say these 

by the mean activities of materialistic p<-> > ■- economists 

by the heroic deeds of warriors and ^"y^e'^hort-livcd liberal 
err in abstracting from the exponent c „och 

episode a theory to w hich they ascribe 

of liberalism, individualism. and "[ „ u , eternal - v alues; and 

and freedom; of the disregard of all t cr rctum . 

of the supremacy of the rabble is <lf human action. 

The dawning age of manliness require. • * that „ ,, u l con- 

However, no economist ever \cnti red ;1(U | x.»r- 

quest were of utmost importance in the past am • . c \ ., n 

L. Vandals and Vi kings. Normans ^ 

enormous part in history. One of the dctcrim ,f . irmCi l 

of mankind is the fact that there *«rc n dSi 

conflicts. Yet. w hat remains and is the essence o h•« c . 

is not the legacy inherited from the warriois. 1 1 • t -j | M , sC 

ment of the “bourgeois" spirit, not of the spirit «> j 

barbarian peoples who did not subs,.tutc working for 
disappeared from the historical scene. If there is ^ . 

of their existence, it is in the achievements they accompl. hed u do 
the influence of the civilization of the subdued - ; ' . 

.ion survived in Italy. France, and the Human pcninMiU n deta c 

of all barbarian invasions. If capitalist entrepreneurs had not succeed 

5. The economic consequences of the 1 ‘V Lah'whh h!\VV!^"h pan "f d'is 1'""'. 
coercion with the market phenomena arc deal! " * nc 5,31 » 



Human Action 

I ord Clive and Warren Hastings, British rule in India might one day 
become such an insignificant historical reminiscence as are the one 
hundred and fiftv years of Turkish rule in Hungary. 

It is not the task of economics to enter into an examination ot the 
endeavors to revive the ideals of the Vikings. It has merely to refute 
the statements that the fact that there are armed conflicts reduces its 
teachings to nought. With regard to this problem there is need to 
emphasize again the following: 

First: The teachings of catallactics do not refer to a definite epoch 
of history, but to all actions characterized by the two conditions 
private ownership of the means of production and division of labor. 
Whenever and wherever, in a society in which there is private owner¬ 
ship of the means of production, people not only produce for the 
direct satisfaction of their own wants but also consume goods pro¬ 
duced by other people, the theorems of catallactics are strictly valid. 

Second: If apart from the market and outside of the market there 
is robbing and plundering, these facts arc a datum for the market. The 
actors must take into account the fact that they arc threatened by 
murderers and robbers. If killing and robbing become so prevalent 
that any production appears useless, it may finally happen that pro¬ 
ductive work ceases and mankind plunges into a state of war of 
every man against every other man. 

Third: In order to seize booty, something to be plundered must 
be available. The heroes can only live if there arc enough “bourgeois" 
to be expropriated. The existence of producers is a condition for the 
survival of conquerors. But the producers could do without the 
plunderers. 

Fourth: There arc, of course, other imaginable systems of a society 
based on the division of labor besides the capitalist system of private 
ownership of the means of production. Champions of militarism arc 
consistent in asking for the establishment of socialism. The whole 
nation should be organized as a community of warriors in which the 
noncombatants have no other task than that of supplying the fighting 
forces with all they need. (The problems of socialism arc dealt with 
in the fifth part of this book.) 


4. Real Man as a Datum 

Fconomics deals with the real actions of real men. Its theorems 
refer neither to ideal nor to perfect men, neither to the phantom of 
a fabulous economic man (homo oeconomicus) nor to the statistical 
notion of an average man (honimc moven). Man with all his weak- 
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nesses and limitations, every man as he lives and acts, iv the^subject 
matter of catallactics. Every human action .s a theme of P raxco ' 'y ' 
The subject matter of praxeology is not only the «ud> o sock ) 
societal relations, and mass phenomena, but the studs of allhuman 
actions. The term “the social sciences and all its connotations 

in this regard misleading. . * m 

There is no yardstick that a scientific investigation can appl> to 

human action other than that of the ultimate goa s t e ac " ? 
ual wants to realize in embarking upon a definite action. 1 he ultimate 
goals themselves are beyond and above any entiesn. 
called upon to establish what could make another man happ> \ 
an unaffected observer can question is merely whether o not the 
means chosen for the attainment of these ultimate goals a c fit 
bring about the results sought by the actor. Only m ansu cr,ng thi> 
question is economics free to express an opinion a »>u c 
of individuals and groups of individuals, or of the polices o. parties. 

of the attacks launched 

against the value judgments of other people by converting the 
a critique of the capitalist system or of the conduct of entrepreneur 
Economics is neutral with regard to all such statements. 

To the arbitrary statement that “the balance between c piodu, 
tion of different goods is admittedly faulty un er cap* • • 

economist docs not oppose the statement that this »a ante > m 
What the economist averts is that in the unhampered .narked - 

this balance is in agreement with the conduct o t ie cmi' ‘■ - 

displayed in the spending of their incomes. It » not t <c • 
economist to censure his fellow men and to call the result of the.. 

“The*alternative to the system in which the individual's value judg¬ 
ments arc paramount in the conduct of production proves c ■ 
cratic dictatorship. Then the value judgments of the 
decide although they are not less arbitrary than those of other people. 

Man is certainly not a perfect being. His human weakness ta.n.s 
all human institutions and thus also the market econoim . 

6 . Cf. Albert L. Meyers. Modern Economics (New York. ). p. 

7 - This is .he general feature of democracy whether pohncal ' frcC 

Democratic elections do not provide the guarantee . *•* . , candi- 

from faults, but merely that the majority of .he voter, prefer him to other 

dates. 
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5. The Period of Adjustment 

Every change in the market data has its definite effects upon the 
market. It takes a definite length of time before all these effects are 
consummated, i.e., before the market is completely adjusted to the 
new state of affairs. 

Catallactics has to deal with all the various individuals’ conscious 
and purposive reactions to the changes in the data and not, of course, 
merely with the final result brought about in the market structure by 
the interplay of these actions. It may happen that the effects of one 
change in the data are counteracted by the effects of another change 
occurring, by and large, at the same time and to the same extent. Then 
no considerable change in the market prices finally results. The 
statistician, exclusively preoccupied with the observation of mass 
phenomena and the outgrowth of the totality of market transactions 
as manifested in market prices, ignores the fact that the nonemergence 
of changes in the height of prices is merely accidental and not the 
outcome of a continuance in the data and the absence of specific ad¬ 
justment activities. He fails to see any movement and the social conse¬ 
quences of such movements. Vet each change in the data has its own 
course, generates certain reactive responses on the part of the individ¬ 
uals affected and disturbs the relation between the various members 
of the market system even if eventually no considerable changes in 
the prices of the various goods and no changes at all in the figures 
concerning the total amount of capital in the whole market system 
result." 

Economic history can give vague information ex post factum about 
the length of adjustment periods. The method of attaining such in¬ 
formation is, of course, not measurement, but historical understanding. 

1 he various adjustment processes are in reality not isolated. Synchro¬ 
nously an indefinite number of them take their course, their paths 
intersect, and they mutually influence one another. To disentangle 
this intricate tissue and to observe the chain of actions and reactions 
set into motion by a definite change in the data is a difficult task for 
the historian s understanding and the results are mostly meager and 
questionable. 

The understanding of the length of adjustment periods is also the 
most difficult task incumbent upon those eager to understand the 
future, the entrepreneurs. \ct for success in entrepreneurial activities, 

8. With regard to changes in the elements determining the purchasing power 
of money see above, p. 4.4. With regard to the decumulation and accumulation 
of capital see above, pp. 513-514. 
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mere anticipation of the direction in which the market will react to 
a certain event is of little significance if it is not supplemented by an 
adequate anticipation of the length of the various adjustment periods 
involved. Most of the mistakes committed by entrepreneurs in the 
conduct of affairs and most of the blunders vitiating the prognoses 
of future business trends on the part of “expert” forecasters are caused 
by errors concerning the length of adjustment periods. 

'in dealing with effects brought about by changes in the data, it 
is customary to distinguish between the temporally nearer and the 
temporally remoter effects, viz., the short-run effects and the long- 
run effects. This distinction is much older than the terminology in 
which it is expressed nowadays. 

In order to discover the immediate—the short-run—effects brought 

about by a change in a datum, there is as a rule no need to resort to .. 

thorough investigation. The short-run effects arc for the most part 

obvious and seldom escape the notice of a naive observer unfamiliar 

with searching investigations. What started economic studies was 

precisely the fact that some men of genius began to suspect that the 

remoter consequences of an event may differ from the immediate 

effects visible even to the most simple-minded layman. I lie mam 

achievement of economics was the disclosure of such long-run effects 

hitherto unnoticed bv the unaffected observer and neglected by the 

# 

statesman. 

From their startling discoveries the classical economists derived a 
rule for political practice. Governments, statesmen, and political 
parties, they argued, in planning and acting should consider not 
only the short-run consequences but also the long-run consequences 
of their measures. The correctness of this inference is incontestable 
and indisputable. Action aims at the substitution of a more satisfactory 
state of affairs for a less satisfactory. W hether or not the outcome 
of a definite action will be considered more or less satisfactory de¬ 
pends on a correct anticipation of all its consequences, both short 
run and long run. 

Some people criticize economics for alleged neglect of the short- 
run effects and for alleged preference given to the study of the long- 
run effects. The reproach is nonsensical. Economics has no means of 
scrutinizing the results of a change in the data other than to start 
with its immediate consequences and to analyze, step by step, pro¬ 
ceeding from the first reaction to the remoter reactions, all the sub¬ 
sequent consequences, until it finally arrives at its ultimate conse¬ 
quences. The long-run analysis necessarily always fully includes 
the short-run analysis. 
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It is easy to understand why certain individuals, parties, and pressure 
groups are eager to propagate the exclusive sway of the short-run 
principle. Politics, they say, should never be concerned about the 
long-run effects of a device and should never abstain from resorting to 
a measure from which benefits are expected in the short run merely 
because its long-run effects are detrimental. What counts is only the 
short-run effects; “in the long run we shall all be dead.” All that 
economics has to answer to these passionate critics is that every de¬ 
cision should be based on a careful weighing of all its consequences, 
both those in the short run and those in the long run. There are 
certainly, both in the actions of individuals and in the conduct of 
public affairs, situations in which the actors may have good reasons 
to put up even with very undesirable long-run effects in order to 
avoid what they consider still more undesirable short-run conditions. 
It may sometimes be expedient for a man to heat the stove with his 
furniture. But if he does, he should know what the remoter effects will 
be. He should not delude himself by believing that he has discovered 
a wonderful new method of heating his premises. 

That is all that economics need oppose to the frenzy of the short- 
run apostles. History, one day, will have to say much more. It will 
have to establish the role that the recommendation of the short-run 
principle—this revival of Madame de Pompadours notorious phrase 
tipres nous Ic deluge —played in the most serious crisis of Western 
civilization. It will have to show how welcome this slogan was to 
governments and parties whose policies aimed at the consumption of 
the spiritual and material capital inherited from earlier generations. 


6 . The Limits of Property Rights and the Problems 
of External Costs and External Economies 

Property rights as they are circumscribed by laws and protected 
by courts and the police, are the outgrowth of an age-long evolution. 
The history of these ages is the record of struggles aiming at the 
abolition of private property. Again and again despots and popular 
movements have tried to restrict the rights of private property or to 
abolish it altogether. These endeavors, it is true, failed. But they have 
left traces in the ideas determining the legal form and definition of 
property. The legal concepts of property do not fully take account 
of the social function of private property. There are certain inade¬ 
quacies and incongruities which are reflected in the determination of 
the market phenomena. 

Carried through consistently, the right of property would entitle 
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the proprietor to claim all the advantages which the good s employ¬ 
ment may generate on the one hand and would burden him with all 
the disadvantages resulting from its employment on the other hand. 
Then the proprietor alone would be fully responsible tor the out¬ 
come. In dealing with his property he would take into account a 
the expected results of his action, those considered favorable as well 
as those considered unfavorable. But if some of the consciences of 
his action are outside of the sphere of the benefits he is entitled to 
reap and of the draw backs that arc put to his debit, he will not bother 
in his planning about all the effects of his action. He will disregard 
those benefits which do not increase his ow n satisfaction and those 
costs which do not burden him. His conduct will deviate from the line 
which it would have followed if the laws were better adjusted to the 
economic objectives of private ownership. He w ill embar upon 
certain projects only because the laws release him from responsibility 
for some of the costs incurred. He will abstain from other projects 
merely because the laws prevent him from harvesting all the ad- 
vantages derivable. 

The laws concerning liability and indemnification for damages 
caused were and still are in some respects deficient. By and large the 
principle is accepted that everybody is liable to damages which his 
actions have inflicted upon other people. But there were loopholes 
left which the legislators were slow to fill. In some cases this tardiness 
was intentional because the imperfections agreed with the plans o! 
the authorities. When in the past in many countries the owners ol 
factories and railroads were not held liable for the damages which 
the conduct of their enterprises inflicted on the property and healt 1 
of neighbors, patrons, employees, and other people through smoke, 
soot, noise, water pollution, and accidents caused by dcfectixc 01 
inappropriate equipment, the idea w as that one should not undermine 
the progress of industrialization and the development ot transput ra¬ 
tion facilities. The same doctrines which prompted and still are 
prompting many governments to encourage investment in factoiics 
and railroads through subsidies, tax exemption, taritTs. and cheap credit 
were at work in the emergence of a legal state of affairs in \\ Inch the 
liability of such enterprises was cither formally or practically abated. 
Later again the opposite tendency began to prevail in many countries 
and the liability of manufacturers and railroads was increased as 
against that of other citizens and firms. Here again definite political 
objectives were operative. Legislators wished to protect the poor, 
the wage earners, and the peasants against the wealthy entrepreneurs 
and capitalists. 
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Whether the proprietor’s relief from responsibility for some of 
the disadvantages resulting from his conduct of affairs is the out¬ 
come of a deliberate policy on the part of governments and legislators 
or whether it is an unintentional effect of the traditional wording of 
laws, it is at any rate a datum which the actors must take into account. 
They arc faced with the problem of external costs. Then some people 
choose certain modes of want-satisfaction merely on account of the 
fact that a part of the costs incurred arc debited not to them but to 
other people. 

The extreme instance is provided by the case of no-man’s property 
referred to above/' If land is not owned by anybody, although legal 
formalism may call it public property, it is utilized without any regard 
ro the disadvantages resulting. Those who arc in a position to appro¬ 
priate to themselves the returns—lumber and game of the forests, 
fish of the w ater areas, and mineral deposits of the subsoil—do not 
bother about the later effects of their mode of exploitation. For them 
the erosion of the soil, the depletion of the exhaustible resources and 
other impairments of the future utilization arc external costs not 
entering into their calculation of input and output. They cut down 
the trees w ithout any regard for fresh shoots or reforestation. In hunt¬ 
ing and fishing they do not shrink from methods preventing the re- 
population of the hunting and fishing grounds. In the early days of 
human civilization, when soil of a quality not inferior to that of the 
utilized pieces was still abundant, people did not find any fault with 
such predatory methods. W hen their effects appeared in a decrease 
in the net returns, the ploughman abandoned his farm and moved 
io another place. It was only when a country was more densely 
settled and unoccupied first class land was no longer available foi 
appropriation, that people began to consider such predatory methods 
wasteful. At that time they consolidated the institution of private 
property in land. They started with arable land and then, step by 
step, included pastures, forests, and fisheries. 1 he newly settled 
colonial countries overseas, especially the vast spaces of the United 
States, whose marvelous agricultural potentialities were almost un¬ 
touched w hen the first colonists from Furopc arrived, passed through 
the same stages. Until the last decades of the nineteenth century there 
was always a geographic zone open to newcomers—the frontier. 
Neither the existence of the frontier nor its passing was peculiar to 
America. W hat characterizes American conditions is the fact that at 
the time the frontier disappeared ideological and institutional factors 


k). See above, p. 
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impeded the adjustment of the methods of land utilization to the 
change in the data. 

In the central and western areas of continental Europe, * here the 
institution of private property had been rigidly established for many 
centuries, things were different. There was no question of soil erosion 
of formerly cultivated land. There was no problem of forest devasta¬ 
tion in spite of the fact that the domestic forests had been for ages 
the only source of lumber for construction and mining and of fuel 
for heating and for the foundries and furnaces, the potteries and the 
glass factories. The owners of the forests were impelled to conserva¬ 
tion by their own selfish interests. In the most densely inhabited and 
industrialized areas up to a few years ago between a fifth and a third 
of the surface was still covered by first-class forests managed accord- 
ing to the methods of scientific forestry.' 

It is not the task of catallactic theory to elaborate an account of the 
complex factors that produced modern American land-ownership 
conditions. Whatever these factors were, they brought about a state 
of affairs under which a great many farmers and the majority of the 
lumbering enterprises had reason to consider the disadvantages result¬ 
ing from the neglect of soil and forest conservation as external costs.” 

It is true that where a considerable part of the costs incurred arc 
external costs from the point of view of the acting individuals or 
firms, the economic calculation established by them is manifestly de¬ 
fective and their results deceptive. But this is not the outcome of 
alleged deficiencies inherent in the system of private ownership of 
the means of production. It is on the contrary a consequence of loop¬ 
holes left in this system. It could be removed by a reform of the 
laws concerning liability for damages inflicted and by rescinding the 
institutional barriers preventing the full operation of private owner¬ 
ship. 

.0. Late in the eighteenth century European governments began to enact laws 
aiming at forest conservation. However, it would be a serious blunder to ascribe 
to these laws any role in the conservation of the forests. Before the middle of the 
nineteenth century there was no administrative apparatus available for their cn- 
. forcemcnt. Besides the governments of Austria and Prussia, to say nothing of 
those of the smaller German states, virtually lacked the power to enforce such 
laws against the aristocratic lords. No civil servant before « 9»4 would have been 
bold enough to rouse the anger of a Bohemian or Silesian magnate or a German 
mediatized Standcsbcrr. These princes and counts were spontaneously com¬ 
mitted to forest conservation because they felt perfectly safe in the possession of 
their property and were eager to preserve unabated the source of their revenues 
and the market price of their estates. 

11. One could as well say that they considered the advantages to be dernctl 
from giving care to soil and forest conservation external economics. 
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The case of external economies is not simply the inversion of the 
case of external costs. It has its own domain and character. 

If the results of an actor’s action benefit not only himself, but also 
other people, two alternatives are possible: 

The planning actor considers the advantages which he expects 
for himself so important that he is prepared to defray all the costs re¬ 
quired. The fact that his project also benefits other people will not pre¬ 
vent him from accomplishing what promotes his own well-being. 
When a railroad company erects dikes to protect its tracks against 
snowslides and avalanches, it also protects the houses on adjacent 
grounds. But the benefits which its neighbors will derive will not 
hinder the company from embarking upon an expenditure that it 
deems expedient. 

2. The costs incurred by a project are so great that none of those 

whom it will benefit is ready to expend them in full. The project can 

be realized only if a sufficient number of those interested in it share 
0 

in the costs. 

It would hardly be necessary to sav more.about external economies 
if it were not for the fact that this phenomenon is entirely misinter¬ 
preted in current pseudo-economic literature. 

A project P is unprofitable when and because consumers prefer the 
satisfaction expected from the realization of some other projects to 
the satisfaction expected from the realization of P. The realization 
of P would withdraw capital and labor from the realization of some 
other projects for which the demand of the consumers is more urgent. 
The lav man and the pseudo-economist fail to recognize this fact. They 
stubbornly refuse to notice the scarcity of the factors of production. 
As they see it, V could be realized without any cost at all, i.e., without 
foregoing anv other satisfaction. It is merely the wantonness of the 
profit system that prevents the nation from enjoying gratuitously the 
pleasures expected from P. 

Now, these short-sighted critics go on to say, the absurdity of the 
profit system becomes especially outrageous if the unprofitability of 
P is merely due to the fact that the entrepreneur’s calculations neglect 
those advantages of P which for them are external economies. From 
the point of view of the whole of society such advantages are not 
external. They benefit at least some members of society and would 
increase “total welfare.” The nonrealization of P is therefore a loss 
for society. As profit-seeking business, entirely committed to selfish¬ 
ness, declines to embark upon such unprofitable projects, it is the 
dutv of government to fill the gap. Government should' either run 
them as public enterprises or it should subsidize them in order to 
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make them attractive for the private entrepreneur and investor. I he 
subsidies may be granted cither directly bv money grants from public- 
funds or indirectly by means of tariffs the incidence of w hich falls 
upon the buyers of the products. 

However, the means which a government needs in order to run a 
plant at a loss or to subsidize an unprofitable project must be w ith- 
drawn either from the taxpayers* spending and investing power or 
from the loan market. The government has no more ability than 
individuals to create something out of nothing. W hat the government 
spends more, the public spends less. Public works are not accomplished 
by the miraculous power of a magic wand. 1 hey are paid tor by funds 
taken away from the citizens. If the government had not interfered, 
the citizens would have employed them for the realization of profit- 
promising projects the realization of which they must omit because 
their means have been curtailed by the government. For every un¬ 
profitable project that is realized by the aid of the government there 
is a corresponding project the realization of which is neglected merelx 
on account of the government's intervention. \et this nonrealized 
project would have been profitable, i.c., it would have employed 
the scarce means of production in accordance with the most urgent 
needs of the consumers. From the point of view of the consumers the 
employment of these means of production for the realization o an 
unprofitable project is wasteful. It deprives them of satisfactions winch 
they prefer to those which the government-sponsored project can 

furnish them. , 

The gullible masses who cannot see beyond the immediate range of 
their physical eyes arc enraptured by the marvelous accomplishments 
of their rulers. They fail to sec that they themselves foot the bill and 
must consequently renounce many satisfactions which they 'joul 
have enjoyed if the government had spent less for unprofitable 
projects. They have not the imagination to think of the possibilities 
that the government has not allowed to come into existence. 1 - 

These enthusiasts arc still more bewildered if the government s 
interference enables submarginal producers to continue producing 
and to stand the competition of more efficient plants, shops, or farms. 
Here, they say, it is obvious that total production is increased and 
something is added to the wealth that would not have been produced 
without the assistance of the authorities. What happens in fact is 
just the opposite; the magnitude of total production and of total wealth 
is curtailed. Outfits producing at higher costs are brought into exist- 

12. Cf. the brilliant analysis of public spending in Henry Hazlitt’s book Eco¬ 
nomics in One Lesson (New York, 1946), pp. » 9 ~ 2 9 - 
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once or preserved while other outfits producing at lower costs are 
forced to curtail or to discontinue their production. The consumers 
arc not getting more, but less. 

There is. for instance, the very popular idea that it is a good thing 
for the government to promote the agricultural development of those 
parts of the country which nature has poorly endowed. Costs of 
production arc higher in these districts xhan in other areas; it is 
precisely this fact that qualifies a large part of their soil as submarginal. 
When unaided by public funds, the farmers tilling these submarginal 
lands could not stand the competition of the more fertile farms. 
Agriculture would shrink or fail to develop and the whole area would 
become a backward part of the country. In full cognizance of this 
stare of affairs profit-seeking business avoids investing in the construc¬ 
tion of railroads connecting such inauspicious areas with the centers 
of consumption. I he plight of the farmers is not caused by the fact 
that they lack transportation facilities. The causation is the other 
way round; because business realizes that the prospects for these 
farmers arc not propitious, it abstains from investing in railroads which 
arc likely to become unprofitable for lack of a sufficient amount of 
goods to be shipped. If the government, yielding to the demands of 
the interested pressure groups, builds the railroad and runs it at a 
deficit, it certainly benefits the owners of farm land in those poor 
districts of the country. As a part of the costs that the shipping of 
their products requires is borne by the treasury, they find it easier 
to compete with those tilling more fertile land to whom such aid 
is denied. But the boon of these privileged farmers is paid for bv the 
taxpayers w ho must provide the funds required to defray the deficit. 
It affects neither the market price nor the total available supply of 
agricultural products. It merely makes profitable the operation of 
farms which hitherto were submarginal and makes other farms, the 
operation of which was hitherto profitable, submarginal. It shifts 
production from land requiring lower costs to land requiring higher 
costs. It docs not increase total supply and wealth, it curtails them, 
as the additional amounts of capital and labor required for the cultiva¬ 
tion of high-cost fields instead of low-cost fields arc w ithhcld from 
employments in which they would have made possible the production 
of some other consumers* goods. The government attains its end of 
benefiting some parts of the country w ith w hat they would have 
missed, but it produces somew here else costs which exceed these 
gains of a privileged group. 
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The External Economies of Intellectual Creation 

The extreme case of external economies is shown in the production <>i 
the intellectual groundwork of every kind of processing and constructing 
The characteristic mark of recipes, i.c., the mental devices directing the 
technological procedures, is the inexhaustibility of the services they render. 
These services are consequently not scarce, and there is no need to econo¬ 
mize their employment. Those considerations that resulted in the cstahl^h- 
ment of the institution of private ownership of economic goods did not 
refer to them. They remained outside the sphere of private propern not 
because they are immaterial, intangible, and impalpable, but because t k m 
scrviceableness cannot be exhausted. 

People began to realize only later that this state of affairs has its draw¬ 
backs too. It places the producers of such recipes—especially the inventors 
of technological procedures and authors and composers—in a peculia. 
position. They arc burdened with the costs of production, w hile the serv¬ 
ices of the product they have created can be gratuitously enjoyed l>> 
everybody. What they produce is for them cither entirely or almost en 
tircly external economics. 

If there arc neither copyrights nor patents, the inventors and author, 
are in the position of an entrepreneur. They have a temporary advantage 
as against other people. As they start sooner in utilizing their invention ui 
their manuscript themselves or in making it available for use to other people 
(manufacturers or publishers), they have the chance to earn profits hi tlu- 
time interval until everybody can likewise utilize it. As soon as the in'en 
tion or the content of the book arc publicly known, they become tree 
goods” and the inventor or author has only his glory. 

The problem involved has nothing to do with the activities of the cream c 
genius. These pioneers and originators of things unheard of do not produc e 
and work in the sense in which these terms are employed in dealing w ■»'> 
the affairs of other people. They do not let themselves be influenced U 
the response their work meets on the part of their contemporaries. u\ 
do not wait for encouragement. 13 

It is different with the broad class of professional intellectuals whose 
services society cannot do without. We may disregard the problem ol 
second-rate authors of poems, fiction, and plays and second-rate composers 
and need not inquire whether it would be a serious disadvantage or man¬ 
kind to lack the products of their efforts. But it is obvious that handing 
down knowledge to the rising generation and familiarizing the acting in¬ 
dividuals with the amount of knowledge they need for the realization of 
their plans requires textbooks, manuals, handbooks, and other nonfiction 
works. It is unlikely that people would undertake the laborious task ot 
writing such publications if everyone were free to reproduce them. 1 his is 
still more manifest in the field of technological invention and discovery. 

i J. See above, pp. 158-140 
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The extensive experimentation necessary for such achievements is often 
very expensive. It is very probable that technological progress would be 
seriously retarded if, for the inventor and for those who defray the ex¬ 
penses incurred by his experimentation, the results obtained were nothing 
but external economies. 

Patents and copyrights are results of the legal evolution of the last cen¬ 
turies. Their place in the traditional body of property rights is still con¬ 
troversial. People look askance at them and deem them irregular. They 
are considered privileges, a vestige of the rudimentary period of their 
evolution when legal protection was accorded to authors and inventors 
only by virtue of an exceptional privilege granted by the authorities. They 
arc suspect, as they are lucrative only if they make it possible to sell at 
monopoly prices. 14 Moreover, the fairness of patent laws is contested on 
the ground that they reward only those who put the finishing touch lead¬ 
ing to practical utilization of achievements of many predecessors. These 
precursors go empty-handed although their contribution to the final result 
was often much more weighty than that of the patentee. 

It is beyond the scope of catallactics to enter into an examination of the 
arguments brought forward for and against the institution of copyrights 
and patents. It has merely to stress the point that this is a problem of the 
delimitation of property rights and that with the abolition of patents and 
copyrights authors and inventors would for the most part be producers of 
external economies. 


Privileges and Quasi-privileges 

1 he restrictions which laws and institutions impose upon the discretion 
to choose and to act arc not always so insurmountable that they could not 
be overcome under certain conditions. To some favorites exemption from 
the obligation binding the rest of the people may be granted as an explicit 
privilege cither by the laws themselves or by an administrative act of the 
authorities entrusted with the law's enforcement. Some may be ruthless 
enough to defy the laws in spite of the vigilance of the authorities; their 
daring insolence secures them a quasi-privilege. 

A law that nobody observes is ineffectual. A law that is not valid for all 
or which not all obey, may grant to those who arc exempt—whether by 
virtue of the law itself or by virtue of their own audacity—the opportunity 
to reap cither differential rent or monopoly gains. 

With regard to the determination of the market phenomena it does not 
matter whether the exemption is legally valid as a privilege or illegal as a 
quasi-privilege. Neither does it matter whether the costs, if any, incurred 
by the favored individual or firm for the acquisition of the privilege or 
quasi-privilege arc legal (c.g., a tax levied on licensees) or illegal (e.g., 
bribes paid to corrupt officers). If an importation embargo is mitigated by 
the importation of a certain quantity, the prices arc affected by the quantity 

14. See above, pp. 360-361. 
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structure. 



XXIV. HARMONY AND CONFLICT OF INTERESTS 


i. The Ultimate Source of Profit and Loss on the Market 

T he changes in the data whose reiterated emergence prevents the 
economic system from turning into an evenly rotating economy 
and produces again and again entrepreneurial profit and loss are favor¬ 
able to some members of society and unfavorable to others. Hence, 
people concluded, the gain of one man is the damage of another; no 
man profits but by the loss of others. This dogma was already ad¬ 
vanced by certain ancient authors. Among modern writers Montaigne 
was the first to restate it; we may fairly call it the Montaigne dogma. 
Ir was the quintessence of the doctrines of Mercantilism, old and 
new. It is at the bottom of all modern doctrines teaching that there 
prevails, within the frame of the market economy, an irreconcilable 
conflict among the interests of various social classes within a nation 
and furthermore between the interests of any nation and those of all 
other nations. 1 

Now the Montaigne dogma is true with regard to the effects of 
cash-induced changes in the purchasing power of money on deferred 
payments. But it is entirely wrong with regard to any kind of entre¬ 
preneurial profit or loss, whether they emerge in a stationary economy 
in which the total amount of profits equals the total amount of losses 
or in a progressing or a retrogressing economy in which these two 
magnitudes arc different. 

What produces a man's profit in the course of affairs within an 
unhampered market society is not his fellow citizen's plight and 
distress, but the fact that he alleviates or entirely removes what causes 
his fellow citizen’s feeling of uneasiness. What hurts the sick is the 
plague, not the physician who treats the disease. The doctor’s gain 
is not an outcome of the epidemics, but of the aid he gives to those 
affected. The ultimate source of profits is always the foresight of 
future conditions. Those who succeeded better than others in antici- 

i. Cf. Montaigne. Essais , cd. F. St row ski. Bk. I, chap. 2: (Bordeaux, 1906), I. 
1 } 5 “i56; A. Onckcn. Geschickte dcr Nationalokonomie (Leipzig. 1902), pp. 152— 
• 5 Ji F. F. Hcckscher, Mercantilism, transl. by M. Shapiro (London, 1955), H. 
26-27. 
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pacing future events and in adjusting their activities to the future state 
of the market, reap profits because they are in a position to satisfy 
most urgent needs^f the public. The profits of those pro¬ 

duced goods and services for which the buyers scramble are not th 
source of the losses of those who have brought to the market com¬ 
modities in the purchase of which the public is not prepared p. > 
the full amount of production costs expended These 'o^ a^e caused 
by the lack of. insight displayed in anticipating the future demand 

° f External 5 emits affecting demand and supply may “ 

so suddenly and unexpectedly that people say that no reasonabl ma 
could have foreseen them. Then the envious may com.de, ' M 
of those who gain from the change as unp.st.hed, N et sue «!».»«> 
value judgments do not alter the real state of interests. 
better fora sick man to be cured by a doctor for a ugh e hm to 
lack medical assistance. If it were otherwise, he would not consult 

Ph S". re in ,h< market economy no conflict !.«««*. *££ 
of the buyers and sellers. There are disadvantages caused b> made 
ouate foresight. It would be a universal boon . every > J J 
the members of the market society would always orcsce future^ com . 
tions correctly and in time and act according!) . If this « ere c 
retrospection would establish that no particle of capi al a d a 
was wasted for the satisfaction of wants which now arc«^ 
as less urgent than some other unsatisfied wants. Hotter, man 

not omniscient. _ . • ... n f 

It is wrong to look at these problems from the point • ' " 

resentment and envy. It is no less faulty to restrict one s 
to the momentary position of various individuals. Ihcs«c oejal 
problems and must be judged with rcgaid to t “P • r 

whole market system. What secures the best possible » ^ <> 

the demands of each member of society is precise > ' condi- 

who succeeded better than other people nianticipamgfuturec d 

tions are earning profits. If profits were to be curtailed forthe bench 
of those whom* a change in the data has in.ured, the ad usme, ■ 
supply to demand would not be improved ut inipairc . 
to prevent doctors from occasionally earning lug ccs, one 
increase but rather decrease the number of those choosing the medical 

Pr Thede n al is always advantageous both for the buyer and the seller. 
Even a man who sells at a loss is still better off than he would be 
he could not sell at all, or only a. a still lower price. He loses on account 
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of his lack of foresight; the sale limits his loss even if the price re¬ 
ceived is low. If both the buyer and the seller were not to consider the 
transaction as the most advantageous action they could choose under 
the prevailing conditions, they would not enter into the deal. 

The statement that one man's boon is the other man’s damage is 
valid with regard to robber)', war, and booty. The robber’s plunder 
is the damage of the despoiled victim. But war and commerce are 
two different things. Voltaire erred when—in 1764—he wrote in the 
article “Patric” of his Dictionnaire pbilosophique: “To be a good 
patriot is to wish that one’s own community should enrich itself by 
rradc and acquire power by arms; it is obvious that a country cannot 
profit but at the expense of another and that it cannot conquer with¬ 
out inflicting harm on other people.” Voltaire, like so many other 
authors who preceded and followed him, deemed it superfluous to 
familiarize himself with economic thought. If he had read the essays 
of his contemporary David Hume, he would have learned how false 
it is to identify war and foreign trade. Voltaire, the great debunker 
of age-old superstitions and popular fallacies, fell prey unawares to 
the most disastrous fallacy. 

When the baker provides the dentist with bread and the dentist 
relieves the baker’s toothache, neither the baker nor the dentist is 
harmed. It is wrong to consider such an exchange of services and 
the pillage of the baker's shop by armed gangsters as two manifesta¬ 
tions of the same thing. Foreign trade differs from domestic trade 
only in so far as goods and services arc exchanged beyond the border¬ 
lines separating the territories of two sovereign nations. It is mon¬ 
strous that Prince Louis Napoleon Bonaparte, the later Emperor 
Napoleon III, should have written many decades after Hume, Adam 
Smith, and Ricardo: "The quantity of merchandise which a country 
exports is always in direct proportion to the number of shells it can 
discharge upon its enemies whenever its honor and its dignity may 
require it.” - All the teachings of economics concerning the effects 
of the international division of labor and of international trade have 
up to now failed to destroy the popularity of the Mercantilist fallacy, 
"that the object of foreign trade is to pauperize foreigners.” 3 It is 
a task of historical investigation to disclose the sources of the popu¬ 
larity of this and other similar delusions and errors. For economics 
the matter is long since settled. 

Cf. Louis Napoleon Bonaparte, Extinction du pauperisme (ed. populairc, 
Paris. 1848). p. 6. VV 

3 - With these words H. G. Wells (The World of William Clissold , Bk. IV, 
sec. 10) characterizes the opinion of a typical representative of the British peerage. 
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The Limitation of Offspring 


The natural scarcity of the means of sustenance forces every living 
being to look upon all other living beings as deadly foes in the struggle 
for survival, and generates pitiless biological competition. But with 
man these irreconcilable conflicts of interests disappear when, and 
as far as, the division of labor is substituted for economic autarky of 
individuals, families, tribes, and nations. Within the system of society 
there is no conflict of interests as long as the optimum size of popula¬ 
tion has not been reached. As long as the employment of additional 
hands results in a more than proportionate increase in the returns, 
harmony of interests is substituted for conflict. People arc no longer 
rivals in the struggle for the allocation of portions out of a strictly 
limited supply. They become cooperators in striving after ends com¬ 
mon to all of them. An increase in population figures does not curtail, 
but rather augments, the average shares of the individuals. 

If men were to strive onlv after nourishment and sexual satisfaction, 
population would tend to increase beyond the optimum size to the 
limits drawn by the sustenance available. However, men want more 
than merely to live and to copulate; they want to live humanly. An 
improvement in conditions usually results, it is true, in an increase 
in population figures; but this increase lags behind the increase in 
bare sustenance. If it were otherwise, men would have never suc¬ 
ceeded in the establishment of social bonds and in the development of 
civilization. As with rats, mice, and microbes, every increase in sus¬ 
tenance would have made population figures rise to the limits of 
bare sustenance; nothing would have been left for the seeking of 
other ends. The fundamental error implied in the iron law of ''ages 
was precisely the fact that it looked upon men—or at least upon the 
"age earners—as beings exclusively driven bv animal impulses. Its 
champions failed to realize that man differs from the beasts as far as 
he aims also at specifically human ends, which one may call higher 
or more sublime ends. 

The Malthusian law of population is one of the great achievements 
of thought. Together with the principle of the division of labor it 
provided the foundations for modern biology and for the theory of 
evolution; the importance of these two fundamental theorems for 
the sciences of human action is second only to the discover) of the 
regularity in the intcrtwincmcnt and sequence of market phenomena 
and their inevitable determination by the market data. I he objections 
raised against the Malthusian law as well as against the law of returns 
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are vain and trivial. Both laws are indisputable. But the role to be 
assigned to them within the body of the sciences of human action 
is different from that which Malthus attributed to them. 

Nonhuman beings are entirely subject to the operation of the bio¬ 
logical law described by Malthus. 4 For them the statement that their 
numbers tend to encroach upon the means of subsistence and that 
the supernumerary specimens are weeded out by want of sustenance 
is valid without any exception. With reference to the nonhuman 
animals the notion of minimum sustenance has an unequivocal, 
uniquely determined sense. But the case is different with man. Man 
integrates the satisfaction of the purely zoological impulses, common 
to all animals, into a scale of values, in which a place is also assigned to 
specifically human ends. Acting man also rationalizes the satisfaction 
of his sexual appetites. Their satisfaction is the outcome of a weighing 
of pros and cons. Man does not blindly submit to a sexual stimulation 
like a bull; he refrains from copulation if he deems the costs—the 
anticipated disadvantages—too high. In this sense we may, without 
any valuation or ethical connotation, apply the term moral restraint 
employed by Malthus. 5 

Rationalization of sexual intercourse already involves the rationali¬ 
zation of proliferation. Then later further methods of rationalizing 
the increase of progeny were adopted which were independent of 
abstention from copulation. People resorted to the egregious and re¬ 
pulsive practices of exposing or killing infants and of abortion. Finally 
they learned to perform the sexual act in such a way that no pregnancy 
results. In the last hundred years the technique of contraceptive 
devices has been perfected and the frequency of their employment 
increased considerably. Vet the procedures had long been known 
and practiced. 

The w ealth that modern capitalism bestows upon the broad masses 
of the capitalist countries and the improvement in hygienic condi¬ 
tions and therapeutical and prophylactic methods brought about by 
capitalism have considerably reduced mortality, especially infant 
mortality, and prolonged the average duration of life. Today in these 
countries the restriction in generating offspring can succeed only if 

4. The Malthusian law is, of course, a biological and not a praxcological Jaw. 
However, its cognizance is indispensable for praxcology in order to conceive by 
contrast the essential characteristic of human action. As the natural sciences 
failed to discover it. the economists had to fill the gap. The history of the law of 
population too explodes the popular myth about the backwardness of the sciences 
of human action and their need to borrow from the natural sciences. 

5. Malthus too employed this term w ithout any valuational or ethical implica¬ 
tion. Cf. Bonar, Malthus and His Work (London, 1885), p. $$. One could as well 
substitute the term praxcological restraint for moral restraint. 
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it is more drastic than in earlier ages. The transition to capitalism-i.e 
the removal of the obstacles which in former days had fettered the 
functioning of private initiative and enterpr.se-has consequently 
deeply influenced sexual customs. It is not the pract.ce of h.rth control 
that is new, but merely the fact that it is more frequently resorted ta 
Especially new is the fact that the pract.ce .s no longer limited to the 
upper strata of the population, but is common to the " h " lc Po ¬ 
tion. For it is one of the most important social effects of capitalism 
that it deproletariani 7 .es all strata of society. It raises the stand rd of 
living of the masses of the manual workers to such a height h.u K 
too turn into “bourgeois" and think and act like we! -to-do burgher 
Eager to preserve their standard of living for themselves a.id for then 
children, they embark upon birth control. With the Fe> 'd 
progress of capitalism, birth control becomes a nn.ve.sa pract.ce; 
The transition to capitalism is thus accompan.ed by P “ 

a decline both in fertility rates and in mortality rates. 1 he average 

duration of life is prolonged. 

In the days of Mnlthus it «as not yet poss.b e to; ol'ser hc^e 
den .(.graphical characteristics of capitahsn,. I oday .. .s no ngc 
permissible to question them. But. blinded by romance 
many describe them as phenomena of dec me and degene at. m pec. 
iar only to the white-skinned peoples of \\ cstem c.v.l./at.on g.o« 
old and decrepit. These romantics are senous y alarn.ed b> 
that the Asiatics do not practice birth control to the same 
which it is practiced in Western Europe. North An enca and 
Australia. As modern methods of fighting and prevent.ng d ^asc h«c 
brought about . drop in natality rates suth these ... .em I peopk 
too, their population figures grow more rapidly than those of he 
Western nations. Will not the indigenes of l.ul.n Malaya, (.h na . 
japan, who then,selves did not contribute to the technological and 
therapeutical achievements of the West, but received them as - 
expected present, in the end by the sheer super.or.ty of the., numbers 
squcc/.c out the peoples of European descent? 

These fears are groundless. I listor.cal cxpcr.cncc shows that a 
Caucasian peoples reacted to the drop m mortality figures h.ought 
about by capitalism with a drop in the b.r.h rate. Of e-urse f. 
such historical experience no general law may be deduced. But 
praxcological reflection demonstrates that there ex.sts between these 
Two phenomena a necessary concatenation. An improvement: ... the 
external conditions of well-being makes possible a correspond.ng in¬ 
crease in population figures. However, if the additional quantity o‘ 
the means of sustenance is completely absorbed by rearing an add.- 
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tional number of people, nothing is left for a further improvement 
in the standard of living. The march of civilization is arrested; man¬ 
kind reaches a state of stagnation. 

The case becomes still more obvious if we assume that a prophylac¬ 
tic invention is made by a lucky chance and that its practical applica¬ 
tion requires neither a considerable investment of capital nor consider¬ 
able current expenditure. Of course, modern medical research and 
still more its utilization absorb huge amounts ot capital and labor. 
They arc products of capitalism. They would never have come into 
existence in a noncapitalist environment. But there were, in earlier 
davs, instances of a different character. The practice of smallpox 
inoculation did not originate from expensive laboratory research 
and, in its original crude form, could be applied at trifling costs. Now, 
w hat would the results of smallpox inoculation have been if its prac¬ 
tice had become general in a precapitalist country not committed 
to birth control? It would have increased population figures without 
increasing sustenance, it would have impaired the average standard 
of living. It would not have been a blessing, but a curse. 

Conditions in Asia and Africa arc, by and large, the same. I hese 
backward peoples receive the devices for fighting and preventing 
disease ready-made from the West. Often they arc not even charged 
lor the drugs, the hospital equipment, and the services of the doctors. 
I he Whites defray the costs, sometimes out of humanitarian con¬ 
siderations. sometimes impelled by their own interests. It is true that 
in some of these countries imported foreign capital and the adoption 
of foreign technological methods by the comparatix cly small domestic 
capital s\ nchronousK tend to increase the per capita output of labor 
and thus to bring about a tendency toward an improvement in the 
average standard of living. However, this does not sufficiently 
counterbalance the opposite tendency resulting from the drop in 
mortality rates not accompanied by an adequate fall in fertility rates. 
I lie contact with the West has not yet benefited these peoples be¬ 
cause it has not vet affected their minds; it has not freed them from 
age-old superstitions, prejudices, and misapprehensions; it has merely 
altered their technological and therapeutical know ledge. 

I'lie reformers of the oriental peoples want to secure for their 
fellow citizens the material well-being that the Western nations enjoy. 
Deluded l>\ Marxian, nationalist, and militarist ideas thev think that 
all that is needed tor the attainment of this end is the introduction 
of European and American technology. Neither the Slavonic Bol- 
she\ iks and nationalists nor their sympathizers in the Indies, in China, 
and in Japan realize that what their peoples need most is not Western 
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technology, but the social order which in addition to; other achieve¬ 
ments has generated this technological knowledge. I hey lack first 
of all economic freedom and private initiative, entrepreneurs and 
capitalism. But they look only for engineers and machines \\ Iha 
separates East and West is the social and economic system, he East 
is foreign to the Western spirit that has created capitalism. It is of 
no use to import the paraphernalia of capitalism without admitting 
capitalism as such. No achievement of capitalist civilization would 
have been accomplished in a noncapitalistic environment or can Ik 

preserved in a world without a market economy. 

If the Asiatics really enter into the orbit of \\ estern c.vil./tar.on. 
they will have to adopt the market economy without reservations. 
Then their masses will rise above their present proletarian 
ness and practice birth control as it is practiced in every capitalistic 
country. No excessive growth of population will ongcr mu c 
improvement in the standards of living. But if the oriental peoples 
in the future confine themselves to mechanical reception o 
tangible achievements of the West without embracing its has t 
philosophy and social ideologies, they »ill forever remain in the. 
present state of inferiority and destitution. 1 her populations .nay 
increase considerably, but they will not raise themselves above d - 
tress. These miserable masses of paupers will certainly not he a ser ous 
menace to the independence of the Western nations. As long as there 
is a need for weapons, the entrepreneurs of the market society u 
never stop producing more efficient weapons and thus securing to 
rheir countrymen a superiority of equipment over t ic mcic > 1 • 

rive noncapitalistic Orientals. The military events of o | 

Wars have proved anew that the capitalistic countries are P' r " ‘ 
also in armaments production. No foreign a 8S r ‘ r '*' M cai . 
capitalist civilization if it docs not destroy itself. \\ >« r c capital tu. 
entrepreneurship is allowed to function freely, the g ' * S ' 
will always be so well equipped that the biggest armies of the back¬ 
ward peoples will be no match for them. There has even been great 
exaggeration of the danger of making the formulas for manufacturing 
‘•secret” weapons universally known. If war comes again, the search¬ 
ing mind of the capitalistic world will always have a head start on 
the peoples who merely copy and imitate clumsily. 

The peoples who have developed the system of market economy 
and cling to it arc in every respect superior to all other peoples. 1 he 
fact that they arc eager to preserve peace is not a mark of their « cak- 
ncss and inability to wage war. They love peace because they know 
that armed conflicts arc pernicious and disintegrate the social division 
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of labor But if war becomes unavoidable, they show their superior 
efficiency in military affairs too. They repel the barbarian aggressors 
whatever their numbers may be. 

The purposive adjustment of the birth rate to the supply of the 
material potentialities of well-being is an indispensable condition of 
human life and action, of civilization, and of any improvement m 
wealth and welfare. W hether the only beneficial method of birth 
control is abstention from coitus is a question w hich must be decided 
from the point of view of bodily and mental hygiene. It is absurd to 
confuse the issue by referring to ethical precepts developed in ages 
which w ere faced 'with different conditions. However, praxcology 
is not interested in the theological aspects of the problem. It has merely 
to establish the fact that w here there is no limitation of offspring 
there cannot be any question of civilization and improvement in the 
standard of living. 

A socialist commonwealth would he under the necessity of regulat¬ 
ing the fertility rare by authoritarian control. It would have to regi¬ 
ment the sexual life of’its w ards no less than all other spheres of then- 
conduct. In the market economy every individual is spontaneously 
intent upon not begetting children whom he could not rear without 
considerably lowering his family's standard of life. 1 bus the growth 
of population beyond the optimum size as determined by the supply 
of capital available and the state of technological knowledge is 
checked. The interests of each individual coincide with those of all 
other individuals. 

Those fighting birth control want to eliminate a device indis¬ 
pensable for the preservation of peaceful human cooperation and 
the social division of labor. Where the average standard of living is 
impaired bv the excessive increase in population figures, irreconcilable 
conflicts of interests arise. Each individual is again a rival of all other 
individuals in the struggle for survival. The annihilation of rivals is 
the onlv means of increasing ones own well-being. 1 be philosophers 
and theologians who assert that birth control is contrary to the laws of 
(iod and Nature refuse to sec things as they really are. Nature straitens 
the material means required for the improvement of human well¬ 
being and survival. As natural conditions arc, man has only the choice 
between the pitiless war of each against each or social cooperation. 
But social cooperation is impossible if people give rein to the natural 
impulse of proliferation. In restricting procreation man adjusts him¬ 
self to the natural conditions of his existence. The rationalization of 
the sexual passions is an indispensable condition of civilization and 
societal bonds. Irs abandonment w ould in the long run not increase 
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but decrease the numbers of those surviving, and wouldgender life 

for everyone as poor and miserable as it was many thousands of > car 

ago for our ancestors. 

3. The Harmony of the -Rightly Understood" Interests 

From time immemorial men have prattled about the blissful, condi¬ 
tions their ancestors enjoyed in the original "state of nature. Hmmol 
myths, fables, and poems the image of th.s primitive l ^PP ,, ’^P ai t 
into many popular philosophies of the seventeenth and 1 c.g*ecn J 
centuries. In their language the tern, natural denoted wl u as go d 
and beneficial in hui.L, affairs, while the tern, 
connotation of opprobrium. I he tall ot man w asstci 
from the primitive conditions of ages in which the.e s « httk 

difference between man and other animals, t tiat • 

...antic eulogists of the pas, asserted, there were no conflicts 
men. Peace was undisturbed in the Garden of l .dcn • 

Yet nature does not generate peace and good « dl. c • • 
tic ...ark of the "state of nature" is irreconcilable 
specimen is the rival of all other specimens 1 he means o f sul si'toKc 
are scarce and do not grant survival to all. I it con c _ \ 
disappear. If a band of men, united with the ob.ect ' 

bands, succeeds in annihilating its foes, ness antag.;msn,s ause among 

the victors over the distribution of the boots. >c „mons 

conflicts is always the fact that each man s portion curtails tl 

of all other men. This is a dilemma that does not allow of an, peaceful 

What makes friendly relations between human beings 
the higher productivity of the division of labor, t uni" _ . j 

conflict of interests. For where there s division of U > . * 

no longer question of the distribution of a supp > nl, t ' l' f , 
large.,fent. Thanks ,0 the higher productivity of la m £ 
under the division of tasks, the supply of g,,.K s n.ult.phes. A pie 
eminent common interest, the preservation an m . ' '.. 

.ion of social cooperation, becomes paramount and t.bl tei es a I 
essential collisions. Catallactic con,petition is substituted for bu log¬ 
ical competition. It makes for harmony 0 tic in ties s . 
members of society. The very condition from which the irrcconc.lab e 
conflicts of biological competition arise viz., the act t la a pcop c 
by and large strive after the same things-* transformed into a factor 
making for harmony of interests. Because many pcop c or even all 
people want bread, clothes, shoes, and cars, large-scale production 
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of these goods becomes feasible and reduces the costs of production 
to such an extent that they are accessible at low prices. The fact that 
my fellow man wants to acquire shoes as 1 do, does not make it harder 
for me to get shoes, but easier. What enhances the price of shoes 
is the fact that nature does not provide a more ample supply of leather 
and other raw materials required, and that one must submit to the 
disutility of labor in order to transform these raw materials into shoes. 
The catallactic competition of those who, like me, are eager to have 
shoes makes shoes cheaper, not more expensive. 

This is the meaning of the theorem of the harmony of the rightly 
understood interests of all members of the market society. 0 When 
the classical economists made this statement, they were trying to 
stress two points: First, that everybody is interested in the preserva¬ 
tion of the social division of labor, the system that multiplies the 
productivity of human efforts. Second, that in the market society 
consumers’ demand ultimately directs all production activities. The 
fact that not all human wants can be satisfied is not due to inap¬ 
propriate social institutions or to deficiencies of the system of the 
market economy. It is a natural condition of human life. The belief 
that nature bestows upon man inexhaustible riches and that misery 
is an outgrowth of man's failure to organize the good society is en- 
tirely fallacious. The “state of nature" which the reformers and 
Utopians depicted as paradisiac w as in fact a state of extreme poverty 

and distress. •‘Poverty," savs Bentham, “is not the w ork of the laws, 

# • 

it is the primitive condition of the human race." ; Even those at the 
base of the social pyramid arc much better off than they would have 
been in the absence of social cooperation. They too arc benefited by 
the operation of the market economy and participate in the ad¬ 
vantages of civilized society. 

The nineteenth-century reformers did not drop the cherished fable 
of the original earthly paradise. Frederick Engels incorporated it in 
the Marxian account of mankind's social evolution. However, they 
no longer set up the bliss of the attrea acta* as a pattern for social and 
economic reconstruction. They contrast the alleged depravity of 
capitalism with the ideal happiness man w ill enjoy in the socialist 
Elysium of the future. The socialist mode of production will abolish 
the fetters by means of which capitalism checks the development of 
the productive forces, and w ill increase the productivity of labor 
and wealth beyond all measure. The preservation of free enterprise 


6. For "rightly understood * interests \vc may as well sav interests "in the long 
run." 

7 - Cf. Bentham, Principles of the Civil Code, in "Works," I, 309. 
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and the private ownership of the means of production benefits ex¬ 
clusively the small minority of paras.t.c exploiters and harms he 
immense majority of working men. Hence there prevails within the 
frame of the market society an irreconcilable conflict betw cen the 
interests of “capital” and those of "labor." 1 his class struggle can dis¬ 
appear only when a fair system of social organization—either socwlism 
or interventionism—is substituted for the manifestly unfair capitalist 

'" < Such f iiT the ^Imosc universally accepted social philosophy of our 
age It was not created by Marx, although it owes its popularity 
mainly to the writings of Marx and the Marxians. It is today endorsed 
not only by the Marxians, but no less by most of those parties 
emphatically declare their anti-Marxism and pay lip service to free 
enterprise it is the official social philosophy of Roman Catholicism 
as weH as of Anglo-Catholicisni; it is supported by ».any eminent 
champions of the various Protestant denominations and ot the t)r 
dox Oriental Church. It is an essential part of the teachings of Italian 
Fascism and of German Nazism and of all varieties of interventionist 
doctrines. It was the ideology of the Sozialpolitik of the H»hcnaol- 
lerns in Germany and the French royalists aiming at the restoration of 
the house of Bourbon-Orleans, of the New Deal ot I resident Roose¬ 
velt, and of the nationalists of Asia and Latin America 1 he ...mg- 
nisms between these parties and factions refer to accidental «*£■ 
such as religious dogma, constitutional institutions, foreign p > 
and. first of all, to the characteristic features of the social s > s * cn J 
is to be substituted for capitalism. But they all agree m the fund. - 
mental thesis that the very existence of the capitalist s> stem harms the 
vital interests of the immense majority ot workers, artisans a d s. a 
farmers, and they all ask in the name of social |usticc for the abolition 

of capitalism." 

B. Th. official doctrine of 

nr esc n ted *b v °i htT bu c °W i I b a m Temple. Archbishop of Canterbury, in the book 
'Christianity and the Social Order (Penguin Special, i^j). Representative of the 
ideas of European continental Protestantism is the book of Emil Brunner, Jill J. < 
and the Social Order, trans. by M. Hottingcr (New Wk, '945 >• A highly s.gi f- 
icant document is the section on "The Church and Disorder of Society o? the 
draft report which the World Council of Churches ... September. i 9 4 « recom¬ 
mended for appropriate action to the one hundred and fifty odd denominations 
whose delegates arc members of the Council. For the ideas of Nicolas Berdyacw 
the most eminent apologist of Russian Orthodoxy, cf. his book The Origin oI 
Russian Communism (London, i 9 ) 7 >. especially pp. 217-21H and 225. It is often 
asserted that an essential difference between the Marxians and the other socialise 
and interventionist parties is to be found in the fact that the Marxians stand for 
class struggle, while the latter panics look at the class struggle as upon a deplor¬ 
able outgrowth of the irreconcilable conflict of class interests inherent in < jp ,tal ‘ 
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All socialist and interventionist authors and politicians base their 
analysis and critique of the market economy on two fundamental 
errors. First, they fail to recognize the speculative character inherent 
in all endeavors to provide for future want-satisfaction, i.e., in all 
human action. They naively assume that there cannot exist any doubt 
about the measures to be applied for the best possible provisioning 
of the consumers. In a socialist commonwealth there will be no need 
for the production tsar (or the central board of production manage¬ 
ment) to speculate. He will “simply*’ have to resort to those measures 
which arc beneficial to his wards. The advocates of a planned econ¬ 
omy have never conceived that the task is to provide for future wants 
w hich may differ from today’s wants and to employ the various avail¬ 
able factors of production in the most expedient way for the best 
possible satisfaction of these uncertain future wants. They have not 
conceived that the problem is to allocate scarce factors of production 
to the various branches of production in such a w ay that no wants 
considered more urgent should remain unsatisfied because the factors 
of production required for their satisfaction were employed, i.e., 
wasted, for the satisfaction of wants considered less urgent. This 
economic problem must not be confused with the technological 
problem. Technological knowledge can merely tell us w hat could 
be achieved under the present state of our scientific insight. It does not 
answer the questions as to what should be produced and in what quan- 
titics, and w hich of the multitude of technological processes available 
should be chosen. Deluded by their failure to grasp this essential 
matter, the advocates of a planned society believe that the production 
tsar w ill never err in his decisions. In the market economy the entre¬ 
preneurs and capitalists cannot avoid committing serious blunders 
because they know neither w hat the consumers want nor what their 
competitors are doing. The general manager of a socialist state w ill be 
infallible because he alone will have the power to determine what 
should be produced and how , and because no action of other people 
w ill cross his plans. 9 

The second fundamental error involved in the socialists' critique 
ot the market economy stems from their faulty theory of wages. 

ism and want to overcome it by the realization of the reforms they recommend. 
However, the .Marxians do not praise and kindle the class strueglc for its own 
sake. In their eyes the class struggle is good only because it is the device by means 
of which the "productive forces," those mysterious forces directing the course 
of human evolution, are bound to bring about the "classless** society in which 
there will be neither classes nor class conflicts. 

9. I he thorough exposure of this delusion is provided by the proof of the im¬ 
possibility of economic calculation under socialism. Sec below the fifth part of 
this book. 
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They have failed to realize that w ages are the price paidfor the * age 
earner s achievement, i.e., for the contnbunon of his efforts to he 
nrocessine of the good concerned or, as people say, for thc uh.c 
which his 8 services add to the value of the materials. No matter u hethc, 
there arc time wages or piece w ork wages, the employer alw ays buy s 
the worker s performance and services, not his time. It is therefore 
not true that in the unhampered market economy the worker ha 
no personal interest in the execution of h.s task. 1 he soc-ahsts are 
badly mistaken in asserting that those paid a certain rate P cr h 
per day, per week, per month, or per year are not impelled b> then 
own selfish interests when they work efficiently. It is not lofty idea 
and the sense of duty that deter a worker paid according to thdeng 
of time worked from carelessness and loafing around the shop, but 
very substantial arguments. He who w orks more and better gets h.ghc 
, )a y and he who wants to earn more must increase the quantity and 
improve the quality of his performance. 1 he hard-boded 
arc not so gullible as to let themselves be cheated by slothful cm 
plovces; they are not so negligent as those governments w ho pay 
salaries to hosts of loafing bureaucrats. Neither arc the wage earner, 
so stupid as not to know that laziness and inefficiency aic heady 

penalized on the labor market."* ,11ri<-.v»n„r 

On the shaky ground of their misconception of the caul actic naturc 

of wages, the socialist authors have advanced fantasne fab es about the 

increase in the productivity of labor to be ^pcc-cd f on the rc - 

tion of their plans. Under capitalism, they say the workers /.cal 

seriously impaired because he is aw arc of the fact that he himself 

does not reap the fruits of his labor and that h.s toil and trouble clinch 

merely his employer, this parasitic and idle exploiter. But unde 

socialism every worker will know that he works for the benefit of 

society, of which he himself is a part. This knowledge will provide 

him w ith the most powerful incentive to do Ins best. An enormous 

increase in the productivity of labor and thereby m wealth w ,11 resu « 

However, the identification of the interests of each wo ker and 
those of the socialist commonw ealth is a purely legalistic and forma - 
istic fiction which has nothing to do with the real state of affairs. VY lulc 
the sacrifices an individual worker makes in intensifying Ins own exer¬ 
tion burden him alone, only an infinitesimal fraction of the produce 
«,f his additional exertion benefits himself and improves h,s own well¬ 
being. While the individual worker enjoys completely the pleasures 
he nfav reap by yielding to the temptation to carelessness and laziness, 
the resulting impairment of the social dividend curtails his own share 

10. Cf. above, pp- 598-^0- 
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only infinitesimally. Under such a socialist mode of production all 
personal incentives which selfishness provides under capitalism arc 
removed, and a premium is put upon laziness and negligence. Whereas 
in a capitalist society selfishness incites everyone to the utmost dili¬ 
gence, in a socialist society it makes for inertia and laxity. The socialists 
may still babble about the miraculous change in human nature that 
the advent of socialism will effect, and about the substitution of lofty 
altruism for mean egotism. But they must no longer indulge in fables 
about the marvelous effects the selfishness of each individual will 
bring about under socialism. 11 

No judicious man can fail to conclude from the evidence of these 
considerations that in the market economy the productivity of labor 
is incomparably higher than it would be under socialism. However, 
this cognition docs not settle the question between the advocates of 
capitalism and those of socialism from a praxcological, i.c., scientific, 
point of view. 

A bona fide advocate of socialism who is free from bigotry, pre¬ 
possession, and malice could still contend: “It may be true that P, the 
total net income turned out in a market society, is larger than p, the 
total net income turned out in a socialist society. But if the socialist 

0 

system assigns to each of its members an equal share of p (viz.,.? = d), 

z 

all those whose income in the market society is smaller than d arc 
favored by the substitution of socialism for capitalism. It may happen 
that this group of people includes the majority of men. At any rate it 
becomes evident that the doctrine of the harmony between the rightly 
understood interests of all members of the market society is untenable. 
I here is a class of men whose interests are hurt by the very existence 
of the market economy and who would be better off under socialism.” 
I lie liberals contest the conclusiveness of this reasoning. They believe 
that p will lag so much behind P that d will be smaller than the income 
which even those earning the lowest wages get in the market society. 
There can be no doubt that the objection raised by the liberals is 
w ell founded. However, their refutation of the socialist claims is not 
based on praxcological considerations and therefore lacks the apodic- 
tic and incontestable argumentative pow cr inherent in a praxcological 

11 • The doctrine refuted in the text found its most brilliant expositor in John 
Stuart A hi! (Principles of Political Economy f People’s ed. London, 1867 J, pp. 
1:6 ft.). However. Mill resorted to this doctrine merely in order to refute an 
objection raised against socialism, viz., that, by eliminating the incentive provided 
by selfishness, it would impair the productivity of labor. He was not so blind as 
to assert that the productivity of labor would multiply under socialism. For an 
analysis and refutation of Mill's reasoning, cf. Mises, Socialism , pp. ,73-,81. 
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demonstration. It is based on a judgment of relevance, the quanti'a- 
tive appraisal of the difference between the two magnitudes I and p 
In the field of human action such quantitative cognition is obtained 
by understanding, with regard to which full agreement betw een men 
cannot be reached. Praxcology, economics, and catallactics are ot 
no use for the settlement of such dissensions concerning quantitative 

' SS The advocates of socialism could even go farther and say: "Granted 
that each individual will be worse off under socialism than even the 
poorest under capitalism. Vet we spurn the market economy m spire 
of the fact that it supplies even body with more goods than socialism 
We disapprove of capitalism on ethical grounds as an un.air and 
amoral system. We prefer socialism on grounds commonly called non¬ 
economic and put up w ith the fact that it impairs cverybods » matci.al 
well-being."'• It cannot be denied that this haughty inditlcienie 
with regard to material well-being is a privilege reserved lo ivory- 
tower intellectuals, secluded from reality, and to ascetic anchomes. 
What made socialism popular with the immense ma,or.,v of us sup¬ 
porters was. on the contrary, the illusion that it would supplx iIki.i 
with more amenities than capitalism. But however this may be. it is 
obvious that this type of prosocialist argumentation cannot be tone bed 
by the liberal reasoning concerning the productivity of lal.oi 
‘ If no other objections could be raised to the socialist plans chan 
that socialism will lower the standard of living of all or at least nl 
the immense majority, it would be impossible for praxcology to pro¬ 
nounce a final judgment. Men would have to decide the issue betw een 
capitalism and socialism on the ground of judgments ot value and ol 
judgments of relevance. I hey would have to choose between the 
tw o systems as they choose betw een many other things. No ob,ectn e 
standard could be discovered which would make it possible to settle 
the dispute in a manner which allows no contradiction and must be 
accepted bv every sane individual. The freedom of each man s choice 
and discretion would not be annihilated by inexorable necessity. 
I lowever, the true state of affairs is entirely different. Man is not in 
a position to choose between these two systems. I Inman cooperation 
under the system of the social division of labor is possible only in the 


12. Tim mode of reasoning was mainly resorted to by manv c.n.ncm cham¬ 
pions of Christian socialism. The Marxians used to recommend socialism on the 
ground that it would multiply productivity and bring unprecedented material 
wealth to everybody. Only lately have they changed their tactics. I hey declare 
that the Russian worker is happier than the American worker in spite of the faci 
that his standard of living is much lower, the knowledge that he lives undci • 
fair social system compensates by far for all Ins material hardships. 
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market economy. Socialism is not a realizable system of society’s 
economic organization because it lacks any method of economic cal¬ 
culation. To deal with this fundamental problem is the task of the 
fifth part of this book. 

The establishment of this truth does not amount to a depreciation 
of the conclusiveness and the convincing power of the antisocialist 
argument derived from the impairment of productivity to be expected 
from socialism. The weight of this objection raised to the socialist 
plans is so overwhelming that no judicious man could hesitate to 
choose capitalism. Vet this would still be a choice between alternative 
systems of society’s economic organization, preference given to one 
system as against another. However, such is not the alternative. Social¬ 
ism cannot be realized because it is beyond human power to establish 
it as a social system. The choice is between capitalism and chaos. A 
man who chooses between drinking a glass of milk and a glass of a 
solution of potassium cyanide does not choose between two beverages; 
he chooses between life and death. A society that chooses between 
capitalism and socialism docs not choose between two social systems; it 
chooses between social cooperation and the disintegration of society. 
Socialism is not an alternative to capitalism; it is an alternative to any 
system under which men can live as bn wan beings. To stress this point 
is the task of economics as it is the task of biology and chemistry to 
reach that potassium cyanide is not a nutriment but a deadly poison. 

The convincing power of the productivity argument is in fact so 
irresistible that the advocates of socialism were forced to abandon 
their old tactics and to resort to new methods. They are eager to 
divert attention from the productivity issue by throwing into relief 
the monopoly problem. All contemporary socialist manifestoes ex¬ 
patiate on monopoly power. Statesmen and professors try to outdo 
one another in depicting the evils of monopoly. Our age is called the 
age of monopoly capitalism. The foremost argument advanced today 
in favor of socialism is the reference to monopoly. 

Now, it is true that the emergence of monopoly prices (not of 
monopoly as such without monopoly prices) creates a discrepancy 
between the interests of the monopolist and those of the consumers. 
The monopolist does not employ the monopolized good according 
to the w ishes of the consumers. As far as there arc monopoly prices, 
the interests of the monopolist take precedence over those of the 
public and the democracy of the market is restricted. With regard to 
monopoly prices there is not harmony, but conflict of interests. 

It is possible to contest these statements with regard to the monopoly 
prices received in the sale of articles under patents and copyrights. 
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One may argue that in the absence of patent and copyright legislation 
these books, compositions, and technological innovations would never 
have come into existence. The public pays monopoly prices for things 
they would not have enjoyed at all under competitive prices. How¬ 
ever, we may fairly disregard this issue. It has little to do with the 
great monopoly controversy of our day. W hen people den w ith 
the evils of monopoly, they imply that there prevails within the un¬ 
hampered market economy a general and inevitable tendency toward 
the substitution of monopoly prices for competitive prices. I h.s is. 
they say, a characteristic mark of “mature" or "late capitalism. \\ hat- 
cvcr conditions may have been in the earlier stages of capitalist evolu¬ 
tion and whatever one may think about the validity of the classical 
economists’ statements concerning the harmony of the rightly under- 
stood interests, today there is no longer any question of such a 

''TsTas been pointed out already,” there is no such tendency tow ard 
monopolization. It is a fact that with many commodities in many 
countries monopoly prices prevail, and. moreover many articles ..re¬ 
sold at monopoly prices on the world market. However, almost all 
of these instances of monopoly prices are the outgrowth of govern¬ 
ment interference with business. They were not created by the inter¬ 
play of the factors operating on a free market. I hey arc not products 
of capitalism, but precisely of the endeavors to counteract the forces 
determining the height of the market prices. It is a distortion of fact 
to speak of monopoly capitalism. It would be more appropriate to 
speak of monopoly interventionism or of monopolx statism. 

Those instances' of monopoly prices which would appear also on 
a market not hampered and sabotaged by the interference of the 
various national governments and by conspiracies between groups 
of governments arc of minor importance. I hey concern some .aw 
materials the deposits of which are few and geographically concen¬ 
trated, and local limited-space monopolies. However, it is a fact that 
in these cases monopoly prices can be realized even in the absence of 
government policies aiming directly or indirectly at their establish¬ 
ment. It is necessary to realize that consumers’ sovereignty is not per¬ 
fect and that there arc limits to the operation of the democratic process 
of the market. There is, it is true, in some exceptional and rare cases 
of minor importance even on a market not hampered and sabotaged 
by government interference an antagonism between the interests of 
the ow ners of factors of production and those of the rest of the people. 
However, the existence of such antagonisms by no means impairs 

1 Cf. above, p. 36}. 
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the concord of the interests of all people with regard to the preserva¬ 
tion of the market economy. The market economy is the only system 
of society's economic organization that can function and really has 
been functioning. Socialism is unrealizable because of its inability 
to develop a method for economic calculation. Interventionism must 
result in a state of affairs which, from the point of view of its ad¬ 
vocates, is less desirable than the conditions of the unhampered market 
economy which it aims to alter. In addition, it liquidates itself as soon 
as it is pushed beyond a narrow field of application.’* Such being the 
ease, the only social order that can preserve and further intensify the 
social division of labor is the market economy. All those who do 

0 

not wish to disintegrate social cooperation and to return to the 
conditions of primitive barbarism arc interested in the perpetuation 
of the market economy. 

The classical economists’ teachings concerning the harmony of the 
rightly understood interests were defective in so far as they failed 
to recognize the fact that the democratic process of the market is 
not perfect, because in some instances of minor importance, even in 
the unhampered market economy, monopoly prices may appear. But 
much more conspicuous was their failure to recognize that and why 
no socialist system can be considered as a system of society’s economic 
organization. I hey based the doctrine of the harmony of interests 
upon the erroneous assumption that there arc no exceptions to the 
rule that the owners of the means of production are forced by the 
marker process to employ their property according to the wishes 
ot the consumers. I oday this theorem must be based on the knowledge 
th.it no economic calculation is feasible under socialism. 

4. Private Property 

Private ownership of the means of production is the fundamental 
institution ot the market economy. It is the institution the presence of 
which characterizes the market economy as such. Where it is absent, 
there is no question of a market economy. 

Ownership means tull control of the services that can be derived 
fiom a good. I his catallactic notion of ownership and property rights 
is not to be confused with the legal definition of ownership and prop¬ 
erty rights as stated in the laws of various countries. It was the idea of 
legislators and courts to define the legal concept of property in such 
a way as to give to the proprietor full protection by the governmental 
apparatus of coercion and compulsion and to prevent anybody from 

14. Cf. the sixth part of this book. 
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encroaching upon his rights. As far as this purpose «as ^equatelv 
realized, the legal concept of property rights corresponded to the 
catallactic concept. However, nowadays there are e 
abolish the institution of private property by a change m 
determining the scope of the actions wh.ch the propnetor .s en 
titled to undertake with regard to the th.ngs which are h.s 
While retaining the term private property, these reforms a m, at the 
substitution of public ownership for private ownership. 1 hi tcndenc) 
is the characteristic mark of the plans of various schook of Ch na. 
socialism and of nationalist socialism. But few of -hc c j 
these schools have been so keen as the Nazi philosopher Othniar S m 
who explicitly declared that the realization of his plans t 

about a state of affairs in which the institution of pm^c p r pert> 
will be preserved only in a “formal sense, while in f^t there .11 
only public ownership.” - There is need to mention tbesc . ^ n 
order to avoid popular fallacies and confusion. In dealing u * h P™ 
property, catallactics deals with control, not with legal terms 
cepts and definitions. Private ownership means that the p i 
determine the employment of the factors of production 
ownership means that the government controls their cmplo> cn 
Private property is a human device. It is not sacred. It came into 
existence in early ages of history, when people with their oi n pn 

and by their own authority appropriated to themsdves ha d 
previously not been anybody's property. Again and again 1 > lt< f 

were robbed of their property by expropriation IIicl« > *' 
private property can be traced back to a point at which it « B 1 ™ 
out of acts which were certainly not legal. Virtually every ' cr 
direct or indirect legal successor of people who acquired o«nc sh p 
either by arbitrary appropriation of ownerless things ■ 

spoliation of their predecessor. r irl*> 

However, the fact that lc C al formalism can trace back excr> « c 

either to arbitrary appropriation or to violent cxpropri * 

significance whatever for the conditions of a mar et soci >• 
ship in the market economy is no longer linked up " 1 ' . . , . 

origin of private property. Those events in a far- istan p , 
in the darkness of primitive mankind’s history, are no longer of a > 
concern for our day. For in an unhampered market society the con¬ 
sumers daily decide anew who should own and how much he should 
own. The consumers alloc control of the means of production to 
those who know how to use them best for the satisfaction of the 
most urgent wants of the consumers. Only in a legal and formalistic 

15. Cf. Spann, Dcr uahre Staat (Leipzig. 1921 ). p- M 9 - 
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sense can the owners be considered the successors of appropriators 
and expropriators. In fact, they are mandataries of the consumers, 
bound by the operation of the market to serve the consumers best. 
Capitalism is the consummation of the self-determination of the con¬ 
sumers. 

The meaning of private property in the market society is radically 

different from what it is under a system of each household’s autarky. 

Where each household is economically self-sufficient, the privately 

owned means of production exclusively serve the proprietor. Me 

alone reaps all the benefits derived from their employment. In the 

market society the proprietors of capital and land can enjoy their 

property only by employing it for the satisfaction of other people’s 

w ants. They must serve the consumers in order to have any advantage 

from what is their own. The very fact that they own means of 

• • 

production forces them to submit to the wishes of the public. Owner¬ 
ship is an asset only for those who know how to employ it in the best 
possible w ay for the benefit of the consumers. It is a social function. 


5. I he Conflicts of Our Age 

Popular opinion secs the source of the conflicts which bring about 
e civil wars and international wars of our age in the collision of 


the 

"economic" interests inherent in the market economy. Civil w al¬ 
ls the rebellion of the "exploited" masses against the “exploiting" 
classes, l-oreign war is the revolt of the “have-not" nations against 
1 hose nations who have appropriated to themselves an unfair share 
nl the earth's natural resources and, with insatiable greed, want to 
man h even more of this wealth destined for the use of all. He w ho 
in lace of these tacts speaks of the harmony of the rightly understood 
interests, is either a moron or an infamous apologist of a manifestly 
mij list social order. No intelligent and honest mancould fail to realize 
that there prevail todav irreconcilable conflicts of material interests 
w Inch can be settled only by recourse to arms. 

It is certainly true that our age is full of conflicts which generate 
war. However, these conflicts do not spring from the operation of 
the unhampered market society. It may be permissible to call them 
economic conflicts because they concern that sphere of human life 
which is, in common speech, know n as the sphere of economic activi¬ 
ties. But it is a serious blunder to infer from this appellation that the 
source of these conflicts arc conditions w hich develop within the 
frame of a market society. It is not capitalism that produces them, 
but precisely the anticapitalistic policies designed to check the func- 
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tioning of capitalism. They are an ' 

ments’ interference with business, of . 8 oro ducts and 

and discrimination against foreign labor, forcig | 

co„«ic B •rrizzjznZ 

market economy. Imagine a " or| d ,n " j l ' ; v hcrc he wanted 
to live and work as entrepreneur or as employ jst . 

and how he chose, and ask which ofthese thc 

Imagine a world in which thc P r > nc, P P no j ns titu- 

means of production is fully rcal ^ cd - ,n and comm odities. in 

tions hindering the mobility of capita . • o(ticcrs do not dis- 

which thc laws, the courts, and thc adm.nistr.it whether 

-S-™. ■»>' “JtrE. »hS « 

native or alien. Imagine a state of affa ,he individual’s life, 

devoted exclusively to thc task of pro c fc. ^ # „ KrCi sion. In 
health, and property against violent and ^ e ' ,,ut7hcv do not 

such a world thc frontiers arc dra n .V . will make him 

hinder anybody from the pursuit of what h: thinks w II make 

more prosperous. No individual is interested in the expa • • 

size of his nation’s territory, as he cannot " ^.Sc, 

an aggrandizement Conquest . .. 

most part 

could he produced out of raw inaterials ava. Ub cm their oun nc 

horhood. The development of the interna i<> • . ( imported 

radically altered this state of affairs. Food and .r-w "s^P , 
from distant countries arc article* of J imports , m |y at 

advanced European nations could d ) . « r i f living, 

the price of a very considerable lowering «: then s■ ^ 

They must pay for the badly needed purchase 
oil, cereals, fat, coffee, tea. cocoa. fruit, woo . and 
ing manufactures, most of them process i . • lr . u | c p ,,|i- 

materials. Their vital interests are hurt by the prmccumust trade poh 

cies of the countries producing l Suedes or 

Two hundred years ago it was of little tontcrn erticient in 

the Swiss whether or not a non-European cou . V j ; n 
utilizing its natural resources. But today economic ™ 

a foreign country, endowed by rich natural resources hurts the mte 
csts of all those whose standard of living could be ra'sed 'f a m e 
appropriate mode of utilizing this natural wealth ««« adopted. I I* 
principle of each nation s unrestricted sovereignty .s . » a ~ " "J 
govermnen, interference i with business a challenge to all other nations. 
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The conflict between the have-nots and the haves is a real conflict. 
But it is present only in a world in which any sovereign government 
is free to hurt the interests of all peoples—its own included—by de¬ 
priving the consumers of the advantages a better exploitation of this 
country's resources would give them. It is not sovereignly as such 
that makes for war, but sovereignty of governments not entirely com¬ 
mitted to the principles of the market economy. 

Liberalism did not and does not build its hopes upon abolition of the 
sovereignty of the various national governments, a venture which 
would result in endless wars. It aims at a general recognition of the 
idea of economic freedom. If all peoples become liberal and conceive 
that economic freedom best serves their own interests, national sover¬ 
eignty will no longer engender conflict and w ar. What is needed to 
make peace durable is neither international treaties and covenants nor 
international tribunals and organizations like the defunct League of 
Nations or its successor, the United Nations. If the principle of the 
market economy is universally accepted, such makeshifts arc un¬ 
necessary; if it is not accepted, they arc fntilc. Durable peace can 
only be the outgrowth of a change in ideologies As long as the 
peoples cling to the Montaigne dogma and think that they cannot 
prosper economically except at the expense of other nations, peace 
w ill never be anything other than a period of preparation for the next 
w ar. 

Lconomic nationalism is incompatible with durable peace. Yet 
economic nationalism is unavoidable where there is government in¬ 
terference with business. Protectionism is indispensable where there 
,s no domestic tree trade. Where there is government interference 
with business, free trade even in the short run would frustrate the 
aims sought by the various interventionist measures. 10 

It is an illusion to believe that a nation would lastingly tolerate 
other nations policies which harm the vital interest of its own citi¬ 
zens. Let us assume that the United Nations had been established in 
the year 1600 and that the Indian tribes of North America had been 
admitted as members of this organization. Then the sovereignty of 
these Indians would have been recognized as inviolable. They would 
have been given the right to exclude all aliens from entering their 
territory and from exploiting its rich natural resources which they 
themselves did not know how to utilize. Does anybody really believe 
that any international covenant or charter could have prevented the 
Europeans from invading these countries? 

16. Cf. above, pp. $63-365, and below, pp. 819-8:1. 
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Many of the richest deposits of various mineral substances arc lo¬ 
cated in areas whose inhabitants arc too ignorant, too inert, or too 
dull to take advantage of the riches nature has bestowed upon them. 
If the governments of these countries prevent aliens from exploiting 
these deposits, or if their conduct of public affairs is so arbitrary that 
no foreign investments are safe, serious harm is inflicted upon all those 
foreign peoples whose material well-being could be improved by a 
more adequate utilization of the deposits concerned. It docs not matter 
whether the policies of these governments arc the outcome of a 
general cultural backwardness or of the adoption of the now fashion¬ 
able ideas of interventionism and economic nationalism. The result is 


the same in both cases. ....... 

There is no use in conjuring away these conflicts by wishful think¬ 
ing. What is needed to make peace durable is a change in ideologies. 
What generates war is the economic philosophy almost universal!) 
espoused today by governments and political parties. As this philoso¬ 
phy secs it, there prevail within the unhampered market economy 
irreconcilable conflicts between the interests of various nations. I rce 
trade harms a nation; it brings about impoverishment. It is the duty 
of government to prevent the evils of free trade by tr.u c >.iiiiers. 
We may, for the sake of argument, disregard the fact that protec¬ 
tionism also hurts the interests of the nations w hich resort to it. hut 
there can be no doubt that protectionism aims at damaging the Intel csts 
of foreign peoples and really docs damage them. It is an i usion to 
assume that those injured will tolerate other nations protectionism 
if they believe that they arc strong enough to brush it away by the 
use of arms. The philosophy of protectionism is a philosophy of 
The wars of our age arc not at variance with popular economic 
doctrines; they arc, on the contrary, the inescapable result ol a con¬ 
sistent application of these doctrines. 

The League of Nations did not fail because its organization \% as 
deficient. It failed because it lacked the spirit of genuine liberalism. 
It was a convention of governments imbued with the spirit of eco¬ 
nomic nationalism and entirely committed to the principles of eco¬ 
nomic warfare. While the delegates indulged in mere academic talk 
about good will among the nations, the governments whom they 
represented inflicted a good deal of evil upon all other nations. 1 he 
two decades of the League’s functioning were marked by each nation s 
adamant economic warfare against all other nations. I he tariff pm- 
tcctionism of the years before 1914 Nvas m,,c * i,u * cci * whcn c<>n, P arcc 
with what developed in the twenties and thirties—viz., embargoes. 
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quantitative trade control, foreign exchange control, monetary de¬ 
valuation, and so on. ,T 

The prospects for the United Nations are not better, but rather 
worse. Every nation looks upon imports, especially upon imports 
of manufactured goods, as upon a disaster. It is the avowed goal of 
almost all countries to bar foreign manufactures as much as possible 
from access to their domestic markets. Almost all nations are fighting 
against the specter of an unfavorable balance of trade. They do not 
want to cooperate; they want to protccr themselves against the alleged 
dangers of cooperation. 

17. For an appraisal of the abortive attempts of the League to do away wifi* 
economic warfare, cf. Rappard, l.e Nationalinne econoinique et la Societe Jes 
Nations (Paris, 1958). 
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XXV. THE IMAGINARY CONSTRUCT! ION 
OF A SOCIALIST SOCIETY 

i. The Historical Origin of the Socialist Idea 

■hen the social philosophers of the eighteenth century laid the 
T r foundations of praxeology and economics, they «ere con¬ 
fronted with an almost universally accepted and uncontented distinc¬ 
tion between the petty selfish individuals and the state, the representa¬ 
tive of the interests of the xx hole society. However, at that time the 
deification process which finally elevated the men managing the social 
apparatus of coercion and compulsion into the ranks of the gods xx as 
not vet completed. What people had in mind when speaking of 
government xvas not vet the quasi-thcological notion of an omnipo¬ 
tent and omniscient deity, the perfect embodiment of all virtues, 
was the concrete governments as they acted on the political scene, t 
was the various sovereign entities xx hose territorial size xvas the out¬ 
come of bloody xvars, diplomatic intrigues, and dynastic mtcrmai - 
riage and succession. It xvas the princes whose private domain and 
revenue were in many countries not yet separated from the public 
treasury, and oligarchic republics, like Venice and sonic of the Swiss 
canton's, in which the ultimate objective of the conduct of public 
affairs xvas to enrich the ruling aristocracy. I he interests of these 
rulers were in opposition to those of their "selfish' sub.ects exclus.velx 
committed to the pursuit of their own happiness on the one hand 
and to those of foreign governments longing for boots and territorial 
aggrandizement on the other hand. In dealing xx ith these antagonisms, 
the authors of books on public affairs were ready to espouse the cause 
of their own country's government. I hex assumed quite candidl\ 
that the rulers are the champions of the interests of the whole society , 
irreconcilably conflicting with those of the individuals. In checking 
the selfishness of their subjects, governments were promoting the 
welfare of the whole of society as against the mean concerns of 

individuals. . _ . . . 

The liberal philosophy discarded rhese notions. From irs point of 
view there arc within the unhampered market society no conflicts of 
the rightly understood interests. The interests of the citizens arc not 
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opposed to those of the nation, the interests of each nation are not 
opposed to those of other nations. 

Yet in demonstrating this thesis the liberal philosophers them¬ 
selves contributed an essential element to the notion of the godlike 
state. They substituted in their inquiries the image of an ideal state 
for the real states of their age. They constructed the vague image of 
a government whose only objective is to make its citizens happy. 
This ideal had certainly no counterpart in the Europe of the ancien 
regime. In this Europe there were German princelings who sold their 
subjects like cattle to fight the wars of foreign nations; there were 
kings who seized every opportunity to rush upon weaker neighbors; 
there was the shocking experience of the partitions of Poland; there 
was France successively governed by the century’s most profligate 
men, the Regent Orleans and Louis XV; and there was Spain, ruled by 
the ill-bred paramour of an adulterous queen. However, the liberal 
philosophers deal only with a state which has nothing in common 
with these governments of corrupt courts and aristocracies. The state, 
as it appears in their writings, is governed by a perfect superhuman 
being, a king whose only aim is to promote the welfare of his subjects. 
Starting from this assumption, they raise the question of whether the 
actions of the individual citizens when left free from any authoritarian 
control would not develop along lines of which this good and wise 
king would disapprove. I he liberal philosopher answers this question 
in the negative. It is true, he admits, that the entrepreneurs arc selfish 
ami seek their own profit. I lowcvcr, in the market economy they can 
earn profits only by satisfying in the best possible way the most 
urgent needs of the consumers. The objectives of entrepreneurship 
do nor differ from those of the perfect king. For this benevolent 
long too aims at nothing else than such an employment of the means 

production that the maximum of consumer satisfaction can be 
reached. 

It Is obvious that this reasoning introduces value judgments and 
political bias into the treatment of the problems. This paternal ruler 
is merely an alias for the economist who bv means of this trick elevates 
his personal value judgments to the dignity of a universally valid 
standard of absolute eternal values. The author identifies himself with 
the perfect king and calls the ends he himself would choose if he 
were equipped with this king’s power, welfare, commonweal, and 
volkswirtschafthche productivity as distinct from the ends toward 
which the selfish individuals arc striving. He is so naive as not to sec 
that this hypothetical chief of state is merely a hypostatization of his 
own arbitrary value judgments, and blithely assumes that he has dis- 
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covered an incontestable standard of good and evil. Masked as the 
benevolent paternal autocrat, the authors own 1-go is ens tinct 

the voice of the absolute moral law. 

The essential characteristic of the imaginary construction of th s 
king's ideal regime is that all its citizens arc unconditionally suh,cct 
to authoritarian control. The king issues orders am a ° ’ c >- 
is not a market economy; there is no longer private <>w nership «■ the 
means of production. The terminology of the market economy 
retained, but in fact there is no longer any private ownership of the 
means of production, no real buying and selling, and no market price . 
Production is not directed by the conduct of the consumers display ce 
on the market, but by authoritarian decrees. The authority assigns to 
everybody his station in the system of the socia nision o • • 

determines what should be produced, and how an w iat cac ' ” * 
ual is allowed to consume. This is what nowadays can prop 
called the German variety of socialist management. 

Now, the economists compare this hypothetical system, w ^ 
their eyes embodies the moral law itself, with the market economy. 
The best they can say of the market economy is that ,t docs not 
bring about.a state of affairs different from that produced by the 
supremacy of the perfect autocrat. 1 hey approx c o nc 1 '* 
economy only because its operation, as they sec it, u tuna c • 
the same results the perfect king would aim at. u.s the simple 
fication of what is morally good and economically expedient wit lit he 
plans of the totalitarian dictator that characterizes a t ’ 


planning and socialism was not contested by’ main of nc o x i\ wr, : 
One must even assert that they originated tins con usion nv c 
substituted the ideal image of the perfect state for the 
unscrupulous despots and politicians of the real wort. j 

for the liberal thinker this perfect state was merely nn auxil.a 
of reasoning, a model with which he compared the opein ioi 
market economy. But it was not amazing that people finally raiseu 
the question as to why one should not transfer tins k ea state torn 
the realm of thought into the realm of reality. . 

All older social reformers wanted to realize the good society by 
a confiscation of all private property and its subsequent redistribution, 
each man’s share should be equal to that of every other, am continuous 
vigilance by the authorities should safeguard the preservation <> us 
cqualitarian system. These plans became unrealizable when the large- 
scale enterprises in manufacturing, mining, and transportation ap¬ 
peared. There cannot be any question of splitting up argc-sca c him 

i. Cf. below, pp. 713-714. 


23 



688 


Human Action 


ness units and distributing the fragments in equal shares. 2 The age-old 
program of redistribution was superseded by the idea of socialization. 
The means of production were to be expropriated, but no redistribu¬ 
tion was to be resorted to. The state itself was to run all the plants 
and farms. 

This inference became logically inescapable as soon as people began 
to ascribe to the state not only moral but also intellectual perfection. 
The liberal philosophers had described their imaginary state as an 
unselfish entity, exclusively committed to the best possible improve¬ 
ment of its subjects’ welfare. They had discovered that in the frame 
of a market society the citizens’ selfishness must bring about the same 
results that this unselfish state would seek to realize; it was precisely 
this fact that justified the preservation of the market economy in 
their eyes. But things became different as soon as people began to 
ascribe to the state not only the best intentions but also omniscience. 
Then one could not help concluding that the infallible state was in 
a position to succeed in the conduct of production activities better 
than erring individuals. It would avoid all those errors that often 
frustrate the actions of entrepreneurs and capitalists. There would no 
longer be malinvcstmcnt or squandering of scarce factors of produc¬ 
tion; wealth would multiply. The “anarchy” of production appears 
wasteful when contrasted with the planning of the omniscient state. 
The socialist mode of production then appears to be the only reason¬ 
able system, and the market economy seems the incarnation of un¬ 
reason. In the eyes of the rationalist advocates of socialism, the market 
economy is simply an incomprehensible aberration of mankind. In 
the eves of those influenced by historicism, the market economy is 
the social order of an inferior stage of human evolution which the 
inescapable process of progressive perfection will eliminate in order 
to establish the more adequate system of socialism. Both lines of 
thought agree that reason itself postulates the transition to socialism. 

What the naive mind calls reason is nothing but the absolutization 
of its own value judgments. The individual simply identifies the prod¬ 
ucts of his own reasoning with the shaky notion of an absolute reason. 
No socialist ever gave a thought to the possibility that the abstract 
entity which he wants to vest with unlimited power—whether it is 
called humanity, society, nation, state, or government—could act in 
a w ay of which he himself disapproves. A socialist advocates socialism 
because he is fully convinced that the supreme-director of the socialist 
commonw ealth w ill be reasonable from his—the individual socialist’s 

There arc, however, even today in the United States people who want to 
knock to pieces large-scale production and to do away with corporate business. 
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-noint of view that he will aim at those ends of which he the indi¬ 
vidual socialist-—fully ^approves, and_that 1 

"Tte ,«k«s p.ac.ful coop.,.™, ™»S P“P'' 

ttare o S oo ,oo,„ fch 

™ dii“S™ principle « a/'ichclMlmig, p„f.c »»,- 

f T5'"™«nS SSS™ • ■«'*■>"• >« “ " f 8“ 

the Humani y H afe n)erc | y a |i asC s for the individual re- 

religions. But a . his idol a || those attributes which the 

former s own will. 'n a sc Jng o h ^ icself. It is inti- 

ifl-—- - *• 

** - *-K 

S H Inlendor of their idol. Economics deals merely with the socialist 
Sns not with the psychological factors that impel people to espouse 
the religion of statolatry. 

2. The Socialist Doctrine 

Karl Marx was not the originator of socialism. The idea of socialism 
was fully elaborated when Marx adopted the socialist creed Nothing 
could be added to the praxeological description of the socialist system 
a.s developed by his predecessors, and Marx did not add anything. 
Neither did Marx refute the objections against the feasibility, desir- 
S and advantageousness of socialism raised by carliei authors 
and by his contemporaries. He never even embarked upon sucl, a 
venture fully aware as he was of his inability to succeed in it. All that 
he did to fight the criticisms of socialism was to hatch out the doctrine 

of polylogism. 


690 Human Action 

However, the services that Marx rendered to the socialist propa¬ 
ganda were not confined to the invention of polylogism. Still more 
important was his doctrine of the inevitability of socialism. 

Marx lived in an age in which the doctrine of evolutionary melio¬ 
rism was almost generally accepted. The invisible hand of Providence 
leads men, independently of their wills, from lower and less perfect 
stages to higher and more perfect ones. There prevails in the course 
of human history an inevitable tendency toward progress and im¬ 
provement. Each later stage of human affairs is, by virtue of its being 
a later stage, also a higher and better stage. Nothing is permanent in 
human conditions except this irresistible urge toward progress. Hegel, 
who died a few years before Marx entered the scene, had presented 
this doctrine in his fascinating philosophy of history, and Nietzsche; 
who entered the scene just at the time when Marx withdrew, made 
it the focal point of his no less fascinating writings. It has been the 
myth of the last two hundred years. 

What Marx did was to integrate the socialist creed into this melio- 
rist doctrine. The coming of socialism is inevitable, and this by itself 
proves that socialism is a higher and more perfect state of human 
affairs than the preceding state of capitalism. It is vain to discuss the 
pros and cons of socialism. Socialism is bound to come “with the 
inexorability of a law of nature.” 3 Only morons can be so stupid as 
to question whether what is bound to come is more beneficial than 
what preceded it. Only bribed apologists of the unjust claims of the 
exploiters can be so insolent as to find any fault with socialism. 

If we attribute the epithet Marxian to all those who agree with 
this doctrine, we must call the immense majority of our contempo¬ 
raries Marxians. These people agree that the coming of socialism is 
both absolutely inevitable and highly desirable. The “wave of the 
future” drives mankind toward socialism. Of course, they disagree 
with one another as to who is to be entrusted with the captaincy of 
the socialist ship of state. There arc many candidates for this job. 

Marx tried to prove his prophecy in a twofold way. The first is 
the method of Hegelian dialectics. Capitalist private property is the 
first negation of individual private property and must beget its own 
negation, viz., the establishment of public property in the means of 
production/ Things were as simple as that for the hosts of Hegelian 
writers who infested Germany in the days of Marx. 

The second method is the demonstration of the unsatisfactory con- 

* 

ditions brought about by capitalism. Marx's critique of the capitalist 

Cf. Marx, Das Kapiral (7th cd. Hamburg. 1914), I, 728. 

4. Ibid. 


A Socialist Society 691 

mode of prodoction is 

Marxians are not bold enoug to f progressive impoverishment of 
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thing is that the employment of all factors of production is-directed 
by one agency only. One will alone chooses, decides, directs, acts, 
gives orders. All the rest simply obey orders and instructions. Or¬ 
ganization and a planned order are substituted for the “anarchy” 
of production and for various people’s initiative. Social coopera¬ 
tion under the division of labor is safeguarded by a system of 
hegemonic bonds in which a director peremptorily calls upon 
the obedience of all his wards. 

In terming the director society (as the Marxians do), state (with 
a capital S), government , or authority , people tend to forget that 
the director is always a human being, not an abstract notion or a 
mythical collective entity. We may admit that the director or the 
board of directors arc people of superior ability, wise and full of 
good intentions. But it would be nothing short of idiocy to assume that 
they arc omniscient and infallible. 

In a praxcological analysis of the problems of socialism, we are not 
concerned with the moral and ethical character of the director. 
Neither do we discuss his value judgments and his choice of ultimate 
ends. What we arc dealing with is merely the question of whether 
any mortal man, equipped with the logical structure of the human 
mind, can be equal to the tasks incumbent upon a director of a socialist 
society. 

We assume that the director has at his disposal all the technological 
know ledge of his age. Moreover, he has a complete inventory of all 
the material factors of production available and a roster enumerating 
all manpower employable. In these respects the crowd of experts and 
specialists which he assembles in his offices provide him with perfect 
information and answer correctly all questions he may ask them. 
Their voluminous reports accumulate in huge piles on his desk. But 
now he must act. He must choose among an infinite variety of projects 
in such a wav that no want which he himself considers more urgent 
remains unsatisfied because the factors of production required for its 
satisfaction arc employed for the satisfaction of wants which he con¬ 
siders less urgent. 

It is important to realize that this problem has nothing at all to do 
with the valuation of the ultimate ends. It refers only to the means 
by the employment of which the ultimate ends chosen are to be 
attained. We assume that the director has made up his mind with re¬ 
gard to the valuation of ultimate ends. We do not question his decision. 
Neither do w e raise the question of whether the people, the w ards, 
approve or disapprove of their director's decisions. We may assume, 
for the sake of argument, that a mysterious power makes everyone 
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agree with one another and with the director in the valuation of 
ultimate ends. 

Our problem, the crucial and only problem of socialism, is a purely 
economic problem, and as such refers merely to means and not to 
ultimate ends. 


XXVI. THE IMPOSSIBILITY OF ECONOMIC 
CALCULATION UNDER SOCIALISM 


i. The Problem 

T he director wants to build a house. Now, there are many methods 
that can be resorted to. Each of them offers, from the point 
of view of the director, certain advantages and disadvantages with 
regard to the utilization of the future building, and results in a differ¬ 
ent duration of the building’s serviccablcncss; each of them requires 
other expenditures of building materials and labor and absorbs other 
periods of production. Which method should the director choose? 
He cannot reduce to a common denominator the items of various 
materials and various kinds of labor to be expended. 1 hcrcforc he 
cannot compare them. He cannot attach cither to the waiting time 
(period of production) or to the duration of serviccablcncss a definite 
numerical expression. In short, he cannot, in comparing costs to he 
expended and gains to be earned, resort to any arithmetical operation. 
The plans of his architects enumerate a vast multiplicity of various 
items in kind; they refer to the physical and chemical qualities of 
various materials and to the physical productivity of various machines, 
tools, and procedures. But all their statements remain unrelated to 
each other. There is no means of establishing any connection between 
them. 

Imagine the plight of the director when faced with a project. What 
he needs to know is whether or not the execution of the project will 
increase well-being, that is, add something to the wealth available 
without impairing the satisfaction of wants which he considers more 
urgent. But none of the reports he receives give him any clue to the 
solution of this problem. 

We may for the sake of argument at first disregard the dilemmas 
involved in the choice of consumers* goods to be produced. We may 
assume that this problem is settled. But there is the embarrassing 
multitude of producers' goods and the infinite variety of procedures 
that can be resorted to for manufacturing definite consumers’ goods. 
The most advantageous location of each industry and the optimum 
size of each plant and of each piece of equipment must be determined. 
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One must determine what kind of mechanical power should he em¬ 
ployed in each of them, and which of the various formulas for the 
production of this energy should be applied. All these problems arc 
raised daily in thousands and thousands of eases. Each ease offers 
special conditions and requires an individual solution appropriate to 
these special data. The number of elements with which the director's 
decision has to deal is much greater than would be indicated by a 
merely technological description of the available producers’ goods 
in terms of physics and chemistry. The location of each of them must 
be taken into consideration as well as the scrviccablcncss of the 
capital investments made in the past for their utilization. I he dircctoi 
docs not simply have to deal with coal as such, but with thousands 
and thousands of pits already in operation in various places, and with 
the possibilities for digging new pits, with the various methods of 
mining in each of them, with the different qualities of the coal in 
various deposits, with the various methods for utilizing the coal for 
the production of heat, power, and a great number of derivatives. 
It is permissible to say that the present state of technological know l¬ 
edge makes it possible to produce almost anything out of almost every¬ 
thing. Our ancestors, for instance, knew only a limited number of 
employments for wood. Modern technology has added a multitude 
of possible new' employments. Wood can be used for the production 
of paper, of various textile fibers, of foodstuffs, drugs, and many 
other synthetic products. 

Today two methods arc resorted to for providing a city w ith clean 
water. Either one brings the water over long distances in aqueducts, 
an ancient method long practiced, or one chemically purifies the 
w ater available in the city’s neighborhood. W hy docs one not produce 
water synthetically in factories? Modern technology could easily 
solve the technological problems involved. T he average man in his 
mental inertia is ready to ridicule such projects as sheer lunacy. How¬ 
ever, the only reason'w hy the synthetic production of drinking water 
today—perhaps not at a later day—is out of the question is that 
economic calculation in terms of money shows that it is a more 
expensive procedure than other methods. Eliminate economic calcula¬ 
tion and you have no means of making a rational choice between the 
various alternatives. 

The socialists, it is true, object that economic calculation is not 
infallible. They say that the capitalists sometimes make mistakes in 
their calculation. Of course, this happens and will always happen. 
For all human action points to the future and the future is always 
uncertain. The most carefully elaborated plans arc frustrated if ex- 
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pectations concerning rhe future arc dashed to the ground. However, 
this is quite a different problem. Today we calculate from the point 
of view of our present knowledge and of our present anticipation 
of future conditions. We do not deal with the problem of whether 
or not the director will be able to anticipate future conditions. What 
we have in mind is that the director cannot calculate from the point of 
view of his own present value judgments and his own present anticipa¬ 
tions of future conditions, whatever they may be. If he invests today 
in the canning industry, it may happen that a change in consumers 
tastes or in the hygienic opinions concerning the wholesomeness of 
canned food w ill one day turn his investment into a malinvestment. 
But how can he find out today how to build and equip a cannery 
most economically? 

Some railroad lines constructed at the turn of the century would not 
have been built if people had at that time anticipated the impending 
advance of motoring and aviation. But those who at that time built 
railroads knew which of the various possible alternatives for the 
realization of their plans they had to choose from the point of view 
of their appraisements and anticipations and of the market prices of 
their day in w hich the valuations of the consumers were reflected. 
It is precisely this insight that the director will lack. He will be 
like a sailor on the high seas unfamiliar with the methods of navigation, 
or like a medieval scholar entrusted with the technical operation of a 
railroad engine. 

We have assumed that the director has already made up his mind 
w ith regard to the construction of a definite plant or building. How¬ 
ever. in order to make such a decision he already needs economic 
calculation. If a hydroelectric power station is to be built, one must 
know w hether or not this is the most economical way to produce the 
energv needed. 1 low can he know this if he cannot calculate costs and 
output? 

We may admit that in its initial period a socialist regime could to 
some extent rely upon the experience of the preceding age of capital¬ 
ism. But w hat is to be done later, as conditions change more and more? 
Of w hat use could the prices of 1900 be for the director in 1949^ 
And w hat use can the director in 1980 derive from the know ledge of 
the prices of 1949? 

I he paradox of “planning* is that it cannot plan, because of the 
absence of economic calculation. What is called a planned economy 
is no economy at all. It is just a system of groping about in the dark. 
I here is no question of a rational choice of means for the best possible 
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attainment of the ultimate ends sought. What is called conscious 

planning is precisely the elimination of conscious purposive action, 
z Past Failures to Conceive the Problem 

j o ;”« “r -£= 

SfiM MT-M 

“S ^fST4 

nil failed to recognize its primordial importance. Ncit ici 1 

to their observations. They "ere disregarded and soon fell 

0 b l't V would be a serious mistake to blame the Historical School and 
In!titutiona.tm for this neglect of mankind s most vita, probtem. 
These two lines of thought fanatically disparage ct,,n " . , 

a ^ *• 

™ rSSiiSr™ . »... 

“The « .re 

the studv of what they call economic equilibrium and the static state. 
Recourse to" the imaginary construction of an evenly rotating 
economy is. as has been pointed out.' an indispensablen«nwl t«o 
of economic reasoning. But it is a grave mistake to considci this 
auxiliary tool as anything else than an imaginary construction and 
overlook the fact that it has not only no counterpart in reality. 


i. Cf. above, pp. 247-251. 
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cannot even be thought through consistently to its ultimate logical 
consequences. The mathematical economist, blinded by the prepos¬ 
session that economics must be constructed according to the pattern 
of Newtonian mechanics and is open to treatment by mathematical 
methods, misconstrues entirely the subject matter of his investigations. 
He no longer deals with human action but with a soulless mechanism 
mvsteriouslv actuated bv forces not open to further analysis. In the 
imaginary construction of the evenly rotating economy there is of 
course, no room for the entrepreneurial function. Thus the mathe¬ 
matical economist eliminates the entrepreneur from his thought. He 
has no need for this mover and shaker whose never ceasing interven¬ 
tion prevents the imaginary system from reaching the state of perfect 
equilibrium and static conditions. He hates the entrepreneur as a 
disturbing element. The prices of the factors of production, as the 
mathematical economist secs it, arc determined by the intersection of 

two curves, not by human action. 

Moreover, in drawing his cherished curves of cost and price, the 
mathematical economist fails to see that the reduction of costs and 
prices to homogeneous magnitudes implies the use of a common 
medium of exchange. Thus he creates the illusion that calculation 
of costs and prices could be resorted to even in the absence of a com¬ 
mon denominator of the exchange ratios of the factors of production. 

The result is that from the writings of the mathematical economists 
the imaginary construction of a socialist commonwealth emerges 
as a realizable system of cooperation under the division of labor, 
as a full-fledged alternative to the economic system based on private 
control of the means of production. The director of the socialist 
community will be in a position to allocate the various factors of 
production in a rational way, i.c., on the ground of calculation. Men 
can have both socialist cooperation under the division of labor and 
rational employment of the factors of production. 1 hey are free to 
adopt socialism without abandoning economy in the choice of means. 
Socialism docs not enjoin the renunciation of rationality in the em¬ 
ployment of the factors of production. It is a variety of rational social 
action. 

An apparent verification of these errors was seen in the experience 
of the socialist governments of Soviet Russia and Nazi Germany. 
People did not realize that these were not isolated socialist systems. 
I'hcv were operating in an environment in which the price system 
Ntill worked. Thev could resort to economic calculation on the ground 
of the prices established abroad. Without the aid of these prices their 
actions would have been aimless and planless. Only because they were 
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able to refer to these foreign prices were they able: to> calculate, to 
keep books, and to prepare their much talked about plans. 

Recent Suggestions for Socialist Economic Calculation 

in the last years that socialist e nters hat e ™' g to s( ect 

paying attention to ^eois^economics is 

that the Marxian technique ot sme g - of thc socialist 

^ Thcv'ha've^rkd 1 to'^ubstinote ^theory of socialism for the 
SS'ous Hegelian ^ 

embarked upon designing sd cnlc w MsU It would hardlv he 

A. A .. . 

- *■ “-"a 

hour is recommended as the unit of .c cula ^ 

ESriTdEr qualities'of work --mplished in the various 
labor-hours worked ^Sever, ximt man 

tachcd to one unit of a supply of n units. 

, IC would hardly he worth whOc £. 

not thc solution that c "‘ a XrantW ad'xrtisc their program of thc "unity of 
"logical positivists who ^grantl> l ^ lh * grou „ t Otto Ncurath. 

who hi 'i<n9 *etcd , « , thc S hcad of ih^wcwli«tion^^*rca“°Ohc^skort-li«<l Soviet 
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4. Calculation is to be made possible by the establishment of an 
artificial quasi-market. This scheme is dealt with in section 5 of this 
chapter. 

5. Calculation is to be made with the aid of the differential equa- • 
tions of mathematical catallactics. This scheme is dealt with in section 
6 of this chapter. 

6. Calculation is to be made superfluous by resorting to the method 
of trial and error. This idea is dealt with in section 4 of this chapter. 

4. Trial and Error 

The entrepreneurs and capitalists do not have advance assurance 
about whether their plans arc the most appropriate solution for the 
allocation of factors of production to the various branches of industry. 
It is only later experience that shows them after the event whether 
they were right or wrong in their enterprises and investments. The 
method they apply is the method of trial and error. Why, say some 
socialists, should not the socialist director resort to the same method? 

The method of trial and error is applicable in all cases in w hich 
the correct solution is recognizable as such bv unmistakable marks 
not dependent on the method of trial and error itself. If a man mis¬ 
lays his w allet, he may hunt for it in various places. If he finds it, he 
recognizes it as his property; there is no doubt about the success of 
the method of trial and error applied; he has solved his problem. When 
Ehrlich was looking for a remedy for syphilis, he tested hundreds of 
drugs until he found what he was searching for, a drug that killed the 
spirochetes without damaging the human body. The mark of the 
correct solution, the drug number 606, was that it combined these two 
qualities, as could be learned from laboratory experiment and from 
clinical experience. 

Things arc quite different if the only mark of the correct solution 
is that it has been reached by the application of a method considered 
appropriate for the solution of the problem. The correct result of a 
multiplication of two factors is recognizable only as the result of a 
correct application of the process indicated by arithmetic. One may 
try to guess the correct result by trial and error. But here the method 
of trial and error is no substitute for the arithmetical process. It would 
be quite futile if the arithmetical process did not provide a yardstick 
for discriminating what is incorrect from what is correct. 

If one wants to call entrepreneurial action an application of the 
method of trial and error, one must not forget that the correct solution 
is easily recognizable as such; it is the emergence of a surplus of pro- 
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ceeds over costs. Profit tells the entrepreneur that the consumers ap¬ 
prove of his ventures; loss, that they disapprove. . . • 

P The problem of socialist economic calculation is precise!) tin. • 
that in Ke absence of market prices for the factors of production, a 

C °We U niay assume thatln'the socialist commonwealth there is a market 
for consumers goods and that money prices for consumers goods are 
determined on this market. We may assume that the director assigns 
periodically to every member a certain amount of money and sells 
consumers-goods to those bidding the highest prices. Or "e mat ' 
se“ume g that a certain portion of the various consumers goods 
in kind is allotted to each member and that the n'embers are 
exchange these goods against other goods on a market 
i_ ® effected through a common medium of exchange. 

mark of the socialist system , 

that the producers' goods arc controlled by one agent) on ) in « 1 

mmmm 

in is antic p tioL. The market daily tries the entrepreneur anew and 

"Sri 2. th“i economy a system of t. in, 
and error. 

5 . The Quasi-market 

The distinctive mark of socialism is the oneness and indivisibility 
of the will directing all production activities within the whole social 

"Better - ' means, of course, more satisfactory from the point of view of the 
consumer* buying on the market. 
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system. When the socialists declare that “order" and “organization" 
are to be substituted for the “anarchy” of production, conscious action 
for the alleged planlessness of capitalism, true cooperation for compe¬ 
tition, production for use for production for profit, what they have 
in mind is always the substitution of the exclusive and monopolistic 
power of only one agency for the infinite multitude of the plans of 
the individual consumers and those attending to the wishes of the con¬ 
sumers, the entrepreneurs and capitalists. The essence of socialism is 
the entire elimination of the market and of catallactic competition. 
The socialist system is a system without a market and market prices 
for the factors of production and without competition; it means the 
unrestricted centralization and unification of the conduct of all affairs 
in the hands of one authority. In the drafting of the unique plan that 
directs all economic activities the citizens cooperate, if at all, only 
by electing the director or the board of directors. For the rest they 
arc only subordinates, bound to obey unconditionally the orders 
issued by the director, and wards of whose well-being the director 
takes care. All the excellences the socialists ascribe to socialism and 
all the blessings they expect from its realization are described as the 
necessary outcome of this absolute unification and centralization. 

It is therefore nothing short of a full acknowledgment of the cor¬ 
rectness and irrefutability of the economists’ analysis and devastating 
critique of the socialists’ plans that the intellectual leaders of socialism 
arc now busy designing schemes for a socialist system in which the 
market, market prices for the factors of production, and catallactic 
competition arc to be preserved. The overwhelmingly rapid triumph 
of the demonstration that no economic calculation is possible under a 
socialist system is without precedent indeed in the history of human 
thought. 1 he socialists cannot help admitting their crushing final 
defeat. They no longer claim that socialism is matchlessly superior to 
capitalism because it brushes away markets, market prices, and compe¬ 
tition. On the contrary. They are now eager to justify socialism by 
pointing out that it is possible to preserve these institutions even under 
socialism. 1 hey are drafting outlines for a socialism in which there arc 
prices and competition. 4 

What these neosocialists suggest is really paradoxical. They want 
to abolish private control of the means of production, market ex¬ 
change, market prices, and competition. Bur at the same time they 
want to organize the socialist utopia in such a way that people could 

4. This refers, of course, only ro those socialists or communists who, like pro- 
fessors H. D. Dickinson and Oskar Lange, arc conversant with economic thought. 

I he dull hosts of the '‘intellectuals" will not abandon their superstitious belief 
in the superiority of socialism. Superstitions die hard. 
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act as if these things were still present. They want people to play 
market as children ply war, railroad, or school. They do not compre¬ 
hend how such childish play differs from the real th.ng .t tr.es 

‘"Twas, say these neosocialists, a serious mistake on the part of the 
older socialists (i.e., of all socialists before .9*°) to believe that soc.al- 
ism necessarily requires the abolit.on of the market and of market 
exchange and even that this fact is both the essent.a dement and 
the preeminent feature of a socialist economy. This .dca is, as thex 
reluctantly admit, preposterous and its realization would result in a 
chaotic muddle. But fortunately, they say, there is a better pattern fm 
socialism available. It is possible to instruct the managers of he 
various production units to conduct the affairs of their unit in 
same way they did under capitalism. The manager of a corporation 

operates^in Z market soeiety no. on hi, aceonn. ' 

peril but for the benefit of the corporation, ..c., the shareholders, k 
will go on under socialism in the same way with the same care and 
attention. The only difference will cons.st in the fact that the ...it 
of his endeavors will enrich the whole society, not the shareh-.lder 

XSt 2 2X* SKS fhVmnshTon ta,?,^ 

'’'tVearit^lt? hnpliea in this ami ... kimired po.posais is 
that they look at the economic problem from the perspective of the 
subaltern clerk whose intellectual horizon does not extend beyond 

f alarum this structure in order to adjust it to changes m cond.t.o v 
What they have in mind is a world in which no 

and economic history has reached its final stage. 1 hc> fad real./e 
that the operations of the corporate officers cons.st mcicl> m c 
Ilyal execution of the tasks entrusted to then, by the.r bosses .Ik 
shareholders and that in performing the orders received tl.es a.e 
forced to adjust themselves to the structure of the market puces 
ultimately determined by factors other than the various managerial 
operations. The operations of the managers, the.r buying and selling, 
are only a small segment of the totality of market operations. I he 
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market of the capitalist society also performs all those operations 
which allocate the capital goods to the various branches of industry. 
The entrepreneurs and capitalists establish corporations and other 
firms, enlarge or reduce their size, dissolve them or merge them 
with other enterprises; they buy and sell the shares and bonds of 
already existing and of new corporations; they grant, withdraw, 
and recover credits; in short they perform all those acts the totality 
of which is called the capital and money market. It is these financial 
transactions of promoters and speculators that direct production 
into those channels in which it satisfies the most urgent wants of 
the consumers in the best possible way. These transactions consti¬ 
tute the market as such. If one eliminates them, one does not preserve 
any part of the market. What remains is a fragment that cannot exist 
alone and cannot function as a market. 

The role that the loyal corporation manager plays in the conduct 
of business is much more modest than the authors of these plans assume. 
His is only a managerial function, a subsidiary assistance granted to 
the entrepreneurs and capitalists, which refers only to subordinate 
tasks. It can never become a substitute for the entrepreneurial func¬ 
tion.'- The speculators, promoters, investors and moneylenders, in 
determining the structure of the stock and commodity exchanges and 
of the money market, circumscribe the orbit within which definite 
minor tasks can be entrusted to the manager's discretion. In attending 
to these tasks the manager must adjust his procedures to the structure 
of the market created by factors which go far beyond the managerial 
functions. 

Our problem docs not refer to the managerial activities; it concerns 
the allocation of capital to the various branches of industry. The ques¬ 
tion is: In which branches should production be increased or re¬ 
stricted, in which branches should the objective of production be 
altered, what new branches should be inaugurated? With regard to 
these issues it is vain to cite the honest corporation manager and his 
well-tried efficiency. Those who confuse entrepreneurship and man¬ 
agement close their eyes to the economic problem. In labor disputes 
the parties arc not management and labor, but entrepreneurship (or 
capital) and the salaried and wage-receiving employees. The capitalist 
system is not a managerial system; it is an entrepreneurial system. One 
does not detract from the merits of corporation managers if one es¬ 
tablishes the fact that it is not their conduct that determines the allo¬ 
cation of the factors of production to the various lines of industry. 

Nobody has ever suggested that the socialist commonwealth could 

5. Cf. above, pp. 301-305. 
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the stock and commodity exchanges, the trading " 

and have „ face ,he same problem .he.inal 

bidding .hey are nor 

" r "? or scoundrels. H ^ then wc arc back again w hen: 

either bv private owners or by the social apparatus of coercion and 
cithc y p casc thcrc i s a market, there arc market prices 

for Tn factors of production, and economic calculation is poss.l. c. 

6, Cf. Wises .social,*., p,,. 5 7 - 4 .'. Hayck, tndniduaUo, . . Economic Or,Ur 

(Chicago, 1948), pp. M 9 -*° 8 - 
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In the second case all these things are absent. It is vain to comfort 
oneself w ith the hope that the organs of the collective economy will 
be “omnipresent” and “omniscient.” 7 We do not deal in praxeology 
with the acts of the omnipresent and omniscient Deity, but with the 
actions of men endow ed w ith a human mind only. Such a mind can- 
not plan w ithout economic calculation. 

A socialist system with a market and market prices is as self- 
contradictory as is the notion of a triangular square. Production is 
directed cither by profit-seeking businessmen or by the decisions of 
a director to whom supreme and exclusive power is entrusted. There 
arc produced cither those things from the sale of which the entre¬ 
preneurs expect the highest profits or those things which the director 
wants to be produced. The question is: Who should be master, the 
consumers or the director? With whom should the ultimate decision 
rest whether a concrete supply of factors of production should he 
employed for the production of the consumers' good a or the con¬ 
sumers’ good b? Such a question does not allow of any evasive answer. 
It must be answered in a straightforw ard and unambiguous wav." 


6. The Differential Equations of Mathematical Economics 

In order to appraise adequately the idea that the differential equa¬ 
tions of mathematical economics could be utilized for socialist eco¬ 
nomic calculation, we must remember w hat these equations really 
mean. 

In devising the imaginary construction of an evenly rotating econ¬ 
omy w e assume that all the factors of production are employed in 
such a way that each of them renders the most highly valued services 
it can possibly render. No further change in the employment of any 
of these factors could improve the state of want-satisfaction under 
prevailing conditions. This situation, in w hich no further changes in 
the disposition of the factors of production arc resorted to, is described 
by systems of differential equations. However, these equations do not 
provide any information about the human actions by means of which 
the hypothetical state of equilibrium has been reached. All they say 
is this: If, in this state of static equilibrium, m units of a arc employed 
foi the production of p, and // units of a for the production of q> no 
further change in the employment of the available units of a could 
result in an increment in want-satisfaction. (Even if we assume that a 
is perfectly divisible and take the unit of a as infinitesimal, it would 

?• Cf. 11 . D. Dickinson, Economics of Socialism (Oxford, 1939), p. 191. 

S. For an analysis of the scheme of a corporative state sec below, pp. 812-816. 
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be a serious blunder to assert that the marginal utility of .. is the same 

in both employments.) „ i n , 

This state of equilibrium is a purely imaginary construct,on. In a 

changing world it can never be realized. It differs from today s state 
is well as from any other realizable state of affairs. 

in the market economy it is entrepreneurial act,on that again and 
acain reshuffles exchange ratios and the allocat.on of the factors ot 
production. An enterprising man discovers a d.screpancy betueen 
the prices of the complementary factors of product,on and the future 

prices of the products as he ant,c,pates them, and tnes to take ad 
vantage of this discrepancy for his own profit. 1 he future pnee wl -c h 
he has in mind is. to be sure, not the hypothet.cal equilibrium price. 
No actor has anything to do with equilibrium and equilibrium^pr.ccs; 
these notions arc foreign to real life and action; they are auxiliary tools 
of praxcological reasoning for which there is no mental means to c«.n- 
c ive the ceLless restlessness of action other than to contrast ,r w.rh 
Motion of perfect quiet. For the theorists' reasoning -cry change 
is a step forward on a road which, provided no further new data ap¬ 
pear finally leads to a state of equilibrium. Neither the theor.sts nor 
the capitalists and entrepreneurs, nor the consumers, arc in a poMtu 
to form on the ground of their familiarity with present conditions, an 
o^nion about the height of such an equilibrium^ pr,ce here ,s o 

need for such an opinion. What impels a man toward change and 
innovation is not the vision of equilibrium pricers l«.t tteannopatm 
of the heigh, of the prices of a limited number of * s ™> ^ 

prevail on the market on the date at which he plans to sell U ha - 
entrepreneur, in embarking upon a definite pr»|cct. has m mind 
is only the first steps of a transformation w Inch, prosided no 
in the data occur other than those induced by lus pro|cct. won e resu 

in establishing the state of equilibrium. , 

Hut for a utilization of the equations describing he s c f c h 
rium a knowledge of the gradation of the values of consumes 
goods in this state of equilibrium is required. 1 h,s g»d«ion■ is " 
the elements of these equations assumed as known , t 

knows only his present valuations, no, also lus valuanons unde, the 
hypothetical stale of equilibrium. lie believes that, w ,th 
his present valuations, the allocation of the factors of pioduct on 
unsatisfactory and wants to change it. But he knows nothing aim . 
how he himself will value on the day the equilibrium w ,11 be reached. 
These valuations will reflect the conditions resulting from the succes¬ 
sive changes in production he himself inaugurates. 

We call the present day D, and the day the equilibrium will be 
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established £>„. Accordingly we name the following magnitudes cor¬ 
responding to these two days: the scale of valuation of the goods of 
the first order V, and V m ; the total supply’ of all original factors of 
production O, and O n , the total supply of all produced factors of 
production P, and P„, and summarize O, -f- P, as M, and O n + P„ 
as M n . Finally we call the state of technological knowledge T, and 
T n . For the solution of the equations a knowledge of V *, O,, + Pn = 
M ny and T n is required. But what wc know today is merely V l9 O, + 
P, = If/, and T 

It would be impermissible to assume that these magnitudes for I), 
arc equal to those for /)* because the state of equilibrium cannot be 
attained if further changes in the data occur. The absence of further 
changes in the data which is the condition required for the establish¬ 
ment of equilibrium refers only to such changes as could derange the 
adjustment of conditions to the operation of those elements which are 
already operating today. The system cannot attain the state of equilib¬ 
rium if new elements, penetrating from without, divert it from those 
movements which tend toward the establishment of equilibrium . 10 
But as long as the equilibrium is not yet attained, the system is in a 
continuous movement w hich changes the data. The tendency toward 
the establishment of equilibrium, not interrupted by the emergence of 
anv changes in the data coming from without, is in itself a succession 
of changes in the data. 

P, is a set of magnitudes that do not correspond to today’s valua¬ 
tions. It is the outcome of actions w Inch were guided by past valuations 
and faced a state of technological knowledge and of information 
about available resources of primary factors of production which 
was different from the present state. One of the reasons w hy the 
system is not in equilibrium is precisely the fact that P, is not adjusted 
to present conditions. There arc plants, tools, and supplies of other 
factors of production w hich would not exist under equilibrium, and 
other plants,-tools, and supplies must be produced in order to establish 
equilibrium. Equilibrium will emerge only when these disturbing 
parts of /’,. as far as they arc still urili/able, will be worn out and 
replaced bv items which correspond to the state of the other 
synchronous data, viz., \ \ O. and T. What acting man needs to know 
is not the state of afTairs under equilibrium, but information about 

y. Supply means a total inventory in which the whole supply available is speci¬ 
fied in classes and quantities. Fach class comprehends only such items as have in 
any regard (for instance, also in regard to their location) precisely the same im¬ 
portance for w ant-satisfaction. 

10. Of course, we may assume that /', is equal to 7 \ if we are prepared to im¬ 
ply that technological knowledge has reached its final stage. 
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the most appropriate method of transforming, by successive steps. P, 
into P With regard to this task the equations arc useless. 

" P«T '•>' S 

onlv upon O. It is true that the mode of utilizing the original factor 
uniquely dccenninc. the qu*y «nd 
produced factors of production, the intermed.ar) products But the 

IS£^SrS|gii 

^L W : ( “uS^~ 3ft-‘ account - condi,ion,. 

work in the most appropriate locations with the most adequate tec hn 

prevail under equilibrium is useless for the director 

to ac today under present conditions. What he must learn , ho„ 

proceed in the most economical way with the means available <ula> 

:«5=S-SSS5==i=s? 

use to him in regard to the problem of transforming by succcssnc 
steps^in the most*appropriatc and expedient wav. the gi.cn ccnnnnuc 

svstem into the system aimed at. , • 

’ Even if. for the sake of argument, we assume that a miraculo • "»; 
spiration has enabled the director without economic calculation 
solve all problems concerning the most advantageous » r «ngemcnt 
all production activities and that the precise image of the £ 
he must aim at is present to his mind, there remain csscntul pniblcms 
which cannot be dealt with without economic calculation. 
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director s task is not to begin from the very bottom of civilization and 
to start economic history from scratch. The elements with the aid 
of which he must operate are not only natural resources untouched 
by previous utilization. There are also the capital goods produced in 
the past and not convertible or not perfectly convertible for new 
projects. It is in precisely these artifacts, produced under a constella¬ 
tion in which valuations, technological knowledge, and many other 
things were different from what they are today, that our wealth 
is embodied. Their structure, quality, quantity, and location is of 
primary importance in the choice of all further economic operations. 
Some of them may be absolutely useless for any further employment; 
they must remain “unused capacity.” But the greater part of them 
must be utilized if wc do not want to start anew from the extreme 
poverty and destitution of primitive man and want to survive the 
period which separates us from the day on which the reconstruction 
of the apparatus of production according to the new plans will be 
accomplished. The director cannot merely erect a new construction 
without bothering about his wards’ fate in the waiting period. He 
must try to take advantage of every piece of the already available 
capital goods in the best possible way. 

Not only the technocrats, but socialists of all shades of opinion, 
repeat again and again that what makes the achievement of their 
ambitious plans realizable is the enormous wealth hitherto ac¬ 
cumulated. But in the same breath they disregard the fact that 
this wealth consists to a great extent in capital goods produced in 
the past and more or less antiquated from the point of view' of 
our present valuations and technological knowledge. As they sec 
it. the only aim of production is to transform the industrial ap¬ 
paratus in such a way as to make life more abundant for later 
generations. In their eyes contemporaries arc simply a lost generation, 
people w hose onlv purpose it must be to toil and trouble for the 
benefit of the unborn. However, real men are different. They want 
not onlv to create a better world for their grandsons to live in; they 
themselves also want to enjoy life. They want to utilize in the most 
efficient w av those capital goods which are now available. They aim 
at a better future, but they want to attain this goal in the most eco¬ 
nomical w ay. For the realization of this desire too they cannot do with¬ 
out economic calculation. 

It was a serious mistake to believe that the state of equilibrium 
could be computed, bv means of mathematical operations, on the 
basis of the knowledge of conditions in a nonequilibrium state. It was 
no less erroneous to believe that such a knowledge of the conditions 
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under a hypothetical state of equilibrium could be of any use for 
acting man in his search for the best possible solution of the problems 
with which he is faced in his daily choices and activities. There is 
therefore no need to stress the point that the fabulous number of 
equations which one would have to solve each day anew for a prac¬ 
tical utilization of the method would make the whole idea absurd even 
if it were really a reasonable substitute for the market's economic 
calculation. 11 

' n. With regard to this algebraic problem, cf. Pareto. Manuel d'economie 
politique (2d cd. Paris. 1927), pp. 2)3 f-; Hayck. Collectivist Economic I tan¬ 
ning (London, 1935), pp. 207-214. 
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The Hampered Market Economy 


XXVII. THE GOVERNMENT AND THE MARKET 

i. The Idea of a Third System 

•pjRivATE ownership of the means of production (market economy 
F or capitalism) and public ownership of the means of production 
(socialism or communism or “planning”) can be neatly distinguished. 
Fach of these two systems of society’s economic organization is open 
to a precise and unambiguous description and definition. 1 hey can 
never be confounded with one another; they cannot be mixed or 
combined; no gradual transition leads from one of them to the other; 
their obversion is contradictor)'. With regard to the same factors of 
production there can only exist private control or public control. If in 
the frame of a system of social cooperation only some means of pro¬ 
duction arc subject to public ownership while the rest are controlled 
by private individuals, this does not make for a mixed system combin¬ 
ing socialism and private ownership. The system remains a market 
society, provided the socialized sector does not become entirely 
separated from the non-socialized sector and lead a strictly autarkic 
existence. (In this latter case there arc two systems independently 
coexisting side by side—a capitalist and a socialist.) Publicly owned 
enterprises, operating within a system in which there arc privately 
owned enterprises and a market, and socialized countries, exchanging 
goods and services with nonsocialist countries, are integrated into a 
system of market economy. They arc subject to the law of the market 
and have the opportunity of resorting to economic calculation. 1 

If one considers the idea of placing by the side of these two systems 
or between them a third system of human cooperation under the 
division of labor, one can always start only from the notion of the 
market economy, never from that of socialism. The notion of socialism 
with its rigid monism and centralism that vests the pow er to choose 
and to act in one will exclusively docs not allow of any compromise 
or concession; this construction is not amenable to any adjustment 
or alteration. But it is different with the scheme of the market econ¬ 
omy. Here the dualism of the market and the government’s power of 
coercion and compulsion suggests various ideas. Is it really peremptory 

i. Sec above, pp. 25^-260. 



The Government and the Market ? 1 3 

or expedient, people ask, that the government keep itself out of the 
market? Should it not be a task of government to interfere and to 
correct the operation of the market? Is it necessary to pu up u 
the alternative of capitalism or socialism? Are there not P«M>* 
other realizable systems of social organization which arc neither c 
munism nor pure and unhampered market economy.- 

Thus people have contrived a variety of third solutions, of systems 
which, it is claimed, are as far from socialism as they are from capita - 
ism. Their authors allege that these systems arc nonsoc.al.st because 
they aim to preserve private ownership of the means "f P^ucnon and 
that they are not capitalistic because they eliminate the defic encies 
of the market economy. For a scientific treatment of the j proMems. in¬ 
volved which by necessity is neutral with regard to all value |udg 
ments and therefore does not condemn any features of capitaibm s 

faulty, detrimental, or unjust, this emotional recommendation of 

interventionism is of no avail. The task of economics is to analv zc and 
to search for truth. It is not called upon to praise or to disapprov e f rom 
any standard of preconceived postulates and prc,ud.ces. W ith regard 
to interventionism it has only one question to ask and to answer. 
How docs it work? 


2 . The Intervention 

There arc two patterns for the realization of socialism. 

The first pattern (we may call it the Lenin or the Russian pattern) 
is purely bureaucratic. All plants, shops, and farms are formally na¬ 
tionalized ( verstaatlicht ); they arc departments of the government 
operated by civil servants. Every unit of the apparatus of production 
stands in the same relation to the superior central organization as does 
a post office to the office of the postmaster general. 

The second pattern (we may call it the H.ndcnburg or German 
pattern) nominally and seemingly preserves private ownership of 
the means of production and keeps the appearance of ordinal> 
markets prices; wages, and interest rates. There arc. however, no 
longer entrepreneur!, but only shop managers (Bctnebsfuhrer in the 
terminology of the Nazi legislation). These shop managers are seem¬ 
ingly instrumental in the conduct of the enterprises entrusted to them; 
they buy and sell, hire and discharge workers and remunerate their 
services, contract debts and pay interest and amortization. But in all 
their activities they arc bound to obey unconditionally the orders 
issued by the government's supreme office of production management. 
This office (the Reicbswirtschaftsministenmn in Nazi Germany) tells 
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the shop managers what and how to produce, at what prices and from 
whom to buy, at what prices and to whom to sell. It assigns every 
worker to his job and fixes his wages. It decrees to whom and on 
what terms the capitalists must entrust their funds. Market exchange 
is merely a sham. All the wages, prices, and interest rates are fixed by 
the government; they are wages, prices, and interest rates in appear¬ 
ance only; in fact they are merely quantitative terms in the govern¬ 
ment’s orders determining each citizen’s job, income, consumption, 
and standard of living. The government directs all production activi¬ 
ties. The shop managers are subject to the government, not to the 
consumers’ demand and the market’s price structure. This is socialism 
under the outward guise of the terminology of capitalism. Some labels 
of the capitalistic market economy arc retained, but they signify 
something entirely different from what they mean in the market 
economy. 

It is necessary to point out this fact in order to prevent a confusion 
of socialism and interventionism. The system of interventionism or of 
the hampered market economy differs from the German pattern of 
socialism by the very fact that it is still a market economy. The author¬ 
ity interferes with the operation of the market economy, but does not 
want to eliminate the market altogether. It wants production and 
consumption to develop along lines different from those prescribed 
by an unhampered market, and it wants to achieve its aim by injecting 
into the working of the market orders, commands, and prohibitions 
for whose enforcement the police power and its apparatus of violent 
compulsion and coercion stand ready. But these arc isolated acts of 
intervention. It is not the aim of the government to combine them into 
an integrated system which determines all prices, wages and interest 
rates and thus places full control of production and consumption into 
the hands of the authorities. 

The system of the hampered market economy or interventionism 
aims at preserving the dualism of the distinct spheres of government 
activities on the one hand and economic freedom under the market 
system on the other hand. What characterizes it as such is the fact 
that the government does not limit its activities to the preservation of 
private ownership of the means of production and its protection 
against violent encroachments. The government interferes with the 
operation of business by means of orders and prohibitions. 

The intervention is a decree issued, directly or indirectly, by the 
authority in charge of the administrative apparatus of coercion and 
compulsion which forces the entrepreneurs and capitalists to employ 
some of the factors of production in a way different from what they 
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would have resorted to if they were only obeying the dilates of the 
market Such a decree can be either an order to do something or an 

order not to do something. It is not required that ^ritv 'hself 
directly by the established and generally recognized authority^ itscb. 

It may happen that some other agenc.es arrogate to .he M - 
power to issue such orders or prohibitions and to enforce them by n 
apparatus of violent coercion and oppression of the.r - ^ 

recognized government tolerates such procedures or even ^ppor s 
thenfbv the* employment of its governmental police apparatus, ma ¬ 
ters stand as if L government itself had acted. If the government 

is opposed to other agencies violent action but does. ^ suct ^ d 
suppressing it by means of its own armed forces, although it 

' ik , C t?s jttZZZA government interference always 
means either violent action or the threat of such ^t.on Govemmen 
is in the last resort the employment of armed men, of£ m • 
gendarmes, soldiers, prison guards, and hangmen. The essential k a 
of government is the enforcement of its decrees by 
and imprisoning. Those who are asking for more government ... cr 
fcrcncc P are asking ultimately for more compulsion and less freedom. 

To draw attention to this fact docs not imply any reflection upon 
eovernment activities. In stark reality, peaceful social cooperation is 

impossible if no provision is made for violent prevention and suppres¬ 
sion of antisocial action on the part of refractory individuals and 
groups of individuals. One must take exception to the often 
phrase that government is an evil, although a necessary and indispen¬ 
sable evil. What is required for the attainment of an end aimed . 
a ...cans the cost to be expended for its successful realization It is 
arbitrary value judgment to describe it as an evil ... the moral conno¬ 
tation of the ter!.. However, in face of the modern tendences oward 
a deification of government and state, it is good toremindoursches 
that the old Romans were more realistic ... symbolizing the state by 
a bundle of rods with an ax in the middle than arc our contemporaries 
in ascribing to the state all the attributes of God. 

j. The Delimitation of Governmental Functions 

Various schools of thought parading under the pompous names of 
philosophy of law and political science indulge ... futile and empty 
brooding over the delimitation of the functions of government. Sta.t- 
ing from purely arbitrary assumptions concerning allegedly eternal 
and absolute values and perennial justice, they arrogate to themselves 
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the office of the supreme judge of earthly affairs. They misconstrue 
their own arbitrary value judgments derived from intuition as the 
voice of the Almighty or the nature of things. 

There is, however, no such thing as natural law and a perennial 
standard of what is just and what is unjust. Nature is alien to the idea 
of right and wrong. “Thou shalt not kill” is certainly not part of 
natural law. The characteristic feature of natural conditions is that 
one animal is intent upon killing other animals and that many species 
cannot preserve their own life except by killing others. The notion of 
right and wrong is a human device, a utilitarian precept designed to 
make social cooperation under the division of labor possible. All moral 
rules and human laws are means for the realization of definite ends. 
There is no method available for the appreciation of their goodness or 
badness other than to scrutinize their usefulness for the attainment of 
rhe ends chosen and aimed at. 

From the notion of natural law some people deduce the justice of 
the institution of private property in the means of production. Other 
people resort to natural law for the justification of the abolition of 
private property in the means of production. As the idea of natural 
law is quite arbitrary, such discussions are not open to settlement. 

State and government are not ends, but means. Inflicting evil upon 
other people is a source of direct pleasure only to sadists. Established 
authorities resort to coercion and compulsion in order to safeguard 
the smooth operation of a definite system of social organization. The 
sphere in which coercion and compulsion is applied and the content 
of the laws which arc to be enforced by the police apparatus are con¬ 


ditioned by the social order adopted. As state and government are 
designed to make this social system operate safely, the delimitation of 
governmental functions must be adjusted to its requirements. The 
only standard for the appreciation of the laws and the methods for 
their enforcement is whether or not they are efficient in safeguarding 
the social order which it is desired to preserve. 

The notion of justice makes sense only when referring to a definite 
system of norms which in itself is assumed to be uncontested and 
safe against any criticism. Many peoples have clung to the doctrine 
that what is right and what is wrong is established from the dawn of the 
remotest ages and for eternity. The task of legislators and courts was 
not to make the laws, but to find out what is right by virtue of the 
unchanging idea of justice. This doctrine, which resulted in an 
adamant conservatism and £ petrification of old customs, and institu¬ 
tions, was challenged by the doctrine of natural right. To the positive 
laws of the country the notion of a “higher” law, the law of nature. 
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was opposed. From the arbitrary standard of natural law the valid 
statutes and institutions were called just or unjust. To the good legisla¬ 
tor was assigned the task of making the positive laws agree with the 
natural law. 

The fundamental errors involved in these two doctrines have long 
since been unmasked. For those not deluded by them it is obvious 
that the appeal to justice in a debate concerning the drafting of new 
laws is an instance of circular reasoning. De lege ferenda there is no 
such a thing as justice. The notion of justice can logically only be 
resorted to de lege lata. It makes sense only when approving or dis¬ 
approving concrete conduct from the point of view of the valid laws 
of the country. In considering changes in the nation's legal system, in 
rewriting or repealing existing laws and writing new laws, the issue is 
not justice, but social expediency and social welfare. 1 here is no such 
thing as an absolute notion of justice not referring to a definite system 
of social organization. It is not justice that determines the decision in 
favor of a definite social system. It is, on the contrary, the social 
system which determines what should be deemed right and what 
wrong. There is neither right nor wrong outside the social nexus. For 
the hypothetical isolated and self-sufficient individual the notions of 
just and unjust arc empty. Such an individual can merely distinguish 
between what is more expedient and what is less expedient for himself. 
The idea of justice refers always to social cooperation. 

It is nonsensical to justify or to reject interventionism from the 
point of view of a fictitious and arbitrary idea of absolute justice. It 
is vain to ponder over the just delimitation of the tasks of government 
from any preconceived standard of perennial values. It is no less im¬ 
permissible to deduce the proper tasks of government from the very 
notions of government, state, law and justice. It was precisely this that 
was absurd in the speculations of medieval scholasticism, of I-ichtc, 
Schclling, and Hegel, and of German Begri Jfsjuris prude nz. Con¬ 
cepts arc tools of reasoning. They must never be considered as regu¬ 
lative principles dictating modes of conduct. 

It is a display of supererogatory mental gymnastics to emphasize 
that the notions of state and sovereignty logically imply absolute 
supremacy and thus preclude the idea of any limitations on the state s 
activities. Nobody questions the fact that a state has the power to 
establish totalitarianism within the territory in which it is sovereign. 
The problem is whether or nor such a mode of government is ex¬ 
pedient from the point of view of the preservation and functioning 
of social cooperation. With regard to this problem no sophisti¬ 
cated exegesis of concepts and notions can be of any use. It must be 
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decided by praxeology, not by a spurious metaphysics of state and 

"'The philosophy of law and political science are at a loss to discover 
any reason why government should not control prices and not purnsh 
those defying the price ceilings decreed, in the same way as it punishes 
murderers and thieves. As they see it, the institution of private 
property is merely a revocable favor graciously granted by the al¬ 
mighty'sovercign'to the wretched individuals. There cannot be any 
xvron” in repealing totally or partially the laws that granted this favor, 
no reasonable objection can be raised against expropriation and con¬ 
fiscation. The legislator is free to substitute any social system for that 
of the private ownership of the means of production, just as he is 
free to substitute another national anthem for that adopted in the 
past. The formula car tel est none bon plaisir is the only maxim ot 

the sovereign lawgiver's conduct. 

As against all this formalism and legal dogmatism, there is need to 
emphasize again that the only purpose of the laws and the social ap¬ 
paratus of coercion and compulsion is to safeguard the smooth func¬ 
tioning of social cooperation. It is obvious that the government has the 
power to decree maximum prices and to imprison or to execute those 
selling or buying at a higher price. Hut the question is whether such a 
policy can or cannot attain the ends which the government wants 
to attain bv resorting to it. This is a purely praxeological and economic 
problem. Neither the philosophy of law nor political science can con¬ 
tribute anything to its solution. 

The problem of interventionism is not a problem of the correct 
delimitation of the “natural,” “just," and “adequate" tasks of state 
and government. The issue is: I low docs a system of interventionism 
work? Tan it realize those ends which people, in resorting to it, want 

to attain? . . , 

The confusion and lack of judgment displayed in dealing with the 
problems of interventionism arc amazing indeed. 1 here are, for in¬ 
stance, people who argue thus: It is obvious that traffic regulations on 
the public roads arc necessary. Nobody objects to the government s 
interference with the car driver's conduct. The advocates of laisscz 
faire contradict themselves in fighting government interference with 
market prices and yet not advocating the abolition of government 
traffic regulation. 

l hc fallacy of this argument is manifest. The regulation of traffic 
on a road is one of the tasks incumbent upon the agency that operates 
the road. If this agency is the government or the municipality, it is 
bound to attend to this task. It is the task of a railroad's management 
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to fix the timetable of the trains and it is the task of a hotel s manage¬ 
ment to decide whether or not there should be music in the dining 
room. If the government operates a railroad or a hotel, it is the govern¬ 
ment's task to regulate these things. It is not an instance of government 
interference with the operation of the market economy that the post¬ 
master general chooses the pattern and the color of the postage stamps. 
With a state opera the government decides which operas should be 
produced and which not; it is a non sequitur to deduce from this fact 
that it is also a task of the government to decide these things for a 
nongovernmental opera. 


4. Righteousness as the Ultimate Standard of the Individual s 

Actions 

According to a widespread opinion it is possible, even in the absence 
of government interference with business, to divert the operation of 
the market economy from those lines along which it would develop 
if left to exclusive control by the profit motive. Advocates of a social 
reform to be accomplished by compliance with the principles of 
Christianity or with the demands of "true" morality maintain that 
conscience should also guide well-intentioned people in their dealings 
on the market. If all people were prepared not only to concern them¬ 
selves selfishly about profit, but no less about their religious and moral 
obligations, no government compulsion and coercion would be re¬ 
quired in order to put things right. What is needed is not a reform 
of government and the laws of the country, but the moral purification 
of man, a return to the Lord's commandments and to the precepts of 
the moral code, a turning away from the vices of greed and selfishness 
Then it will be easy to reconcile private ownership of the means of 
production with justice, righteousness, and fairness. 'I he disastrous 
effects of capitalism will be eliminated without prejudice to the indi¬ 
vidual’s freedom and initiative. People will dethrone the Moloch 
capitalism without enthroning the Moloch state. 

The arbitrary value judgments which arc at the bottom of these 
opinions need not concern us here. What these critics blame capitalism 
for is irrelevant; their errors and fallacies arc beside the point. YV hat 
docs matter is the idea of erecting a social system on the twofold 
basis of private property and of moral principles restricting the utiliza¬ 
tion of private property. The system recommended, say its advocates, 
will be neither socialism nor capitalism nor interventionism. Nor 
socialism, because it will preserve private ownership of the means of 
production; not capitalism, because conscience will be supreme and 
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not the urge for profit; not interventionism, because there will be 
no need for government interference with the market. 

In the market economy the individual is free to act within the 
orbit of private property and the market. His choices are final. For 
his fellow men his actions are data which they must take into account 
in their own acting. The coordination of the autonomous actions of 
all individuals is accomplished by the operation of the market. Society 
does not tell a man what to do and what not to do. There is no need 
to enforce cooperation by special orders or prohibitions. Noncoop¬ 
eration penalizes itself. Adjustment to the requirements of society's 
productive effort and the pursuit of the individual’s own concerns are 
not in conflict. Consequently no agency is required to settle such 
conflicts. The system can work and accomplish its tasks without the 
interference of an authority issuing special orders and prohibitions 
and punishing those who do not comply. 

Beyond the sphere of private property and the market lies the 
sphere of compulsion and coercion; here are the dams which organized 
society has built for the protection of private property and the market 
against violence, malice, and fraud. This is the realm of constraint as 
distinguished from the realm of freedom. Here are rules discriminating 
between what is legal and what is illegal, what is permitted and what is 
prohibited. And here is a grim machine of arms, prisons, and gallows 
and the men operating it, ready to crush those who dare to disobey. 

Now, the reformers with whose plans we are concerned suggest 
that along with the norms designed for the protection and preserva¬ 
tion of private property further ethical rules should be ordained. They 
want to realize in production and consumption things other than those 
realized under the social order in which the individuals are not 
checked by any obligation other than that of not infringing upon the 
persons of their fellow men and upon the right of private property. 
They want to ban those motives that direct the individual’s action in 
the market economy (they call them selfishness, acquisitiveness, 
profit-seeking) and to replace them with other impulses (they call 
them conscientiousness, righteousness, altruism, fear of God, charity). 
They are convinced that such a moral reform would in itself be suffi¬ 
cient to safeguard a mode of operation of the economic system, more 
satisfactory from their point of view than that of unhampered capital¬ 
ism, without any of those special governmental measures which inter¬ 
ventionism and socialism require. 

The supporters of these doctrines fail to recognize the role which 
those springs of action they condemn as vicious play in the operation 
of the market economy. The only reason why the market economy 
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can operate without government orders telling everybody precisely 
what he should do and how he should do it is that it does not ask any¬ 
body to deviate from those lines of conduct which best serve h.s o« n 
interests. What integrates the individual’s actions into the whole of 
the social system of production is the pursu.t of h.s own purposes. 
In indulging in his ‘’acquisitiveness- each actor contributes h.s share 
to the best possible arrangement of product.on act.v.t.cs, 1 hus. w .ch.n 
the sphere of private property and the laws protecting .t against en¬ 
croachments on the part of violent or fraudulent action there » no 
antagonism between the interests of the individual and those of 

The market economy becomes a chaotic muddle if this predom¬ 
inance of private property which the reformers disparage as selfish¬ 
ness is eliminated. In urging people to listen to the voice of their con¬ 
science and to substitute considerations of public welfare for those 
of private profit, one does not create a working and satisfactory social 
order. It is not enough to tell a man not to buy on the cheapest market 
and not to sell on the dearest market. It is not enough to tell him not 
to strive after profit and not to avoid losses. One must establish un¬ 
ambiguous rules for the guidance of conduct in each concrete s.tua- 

n °Says the reformer: The entrepreneur is rugged and selfish when 
taking advantage of his own superiority, he underbids the prices asked 
by a less efficient competitor and thus forces the man to go out ot 
business. But how should the "altruistic" entrepreneur proceed.- 
Should he under no circumstances sell at a price lower than any com¬ 
petitor? Or arc there certain conditions which justify underbidding 

the competitor’s prices? . 

Says the reformer on the other hand: The entrepreneur is rugged 
and selfish when, taking advantage of the structure of the market, u 
asks a price so high that poor people arc excluded from purchasing the 
merchandise. But what should the "good" entrepreneur do, Should 
he give away the merchandise free of charge. If he charges any price, 
however low, there will always be people echo cannot buy at all 01 
not so much as they would buy if the price were still lower. W hat 
group of those eager to buy is the entrepreneur free to exclude from 

getting the merchandise? . ... 

There is no need to deal at this point of our investigation with the 
consequences resulting from any deviation from the height of prices 
as determined on an unhampered market. If the seller avoids undei- 
bidding his less efficient competitor, a part at least of his supply re¬ 
mains unsold. If the seller offers the merchandise at a price lower than 
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that determined on an unhampered market, the supply available is 
insufficient to enable all those ready to expend this lower price to get 
what they are asking for. We will analyze later these as well as other 
consequences of any deviation from the market prices.- What we must 
recognize even at this point is that one cannot content oneself simply 
bv telling the entrepreneur that he should not let himself be guided 
by the state of the market. It is imperative to tell him how far he must 
go in asking and paying prices. If it is no longer profit-seeking that 
directs the entrepreneurs’ actions and determines what they produce 
and in what quantities, if the entrepreneurs arc no longer bound by 
the instrumentality of the profit motive in serve the consumers to 
the best of their abilities, it is necessary to give them definite instruc¬ 
tions. One cannot avoid guiding their conduct by specified orders and 
prohibitions, precisely such decrees as are the mark of government 
interference with business. Any attempt to render such interference 
superfluous by attributing primacy to the voice of conscience, to 
charity and brotherly love, is vain. 

I'he advocates of a Christian social reform pretend that their ideal 
of greed and profit-seeking tamed and restrained by conscientiousness 
and compliance with the moral law worked rather well in the past. 
All the evils of our day arc caused by defection from the precepts 
of the church. If people had not defied the commandments and had 
nor coveted unjusr profit, mankind would still enjoy the bliss ex¬ 
perienced in the Middle Ages when at least the elite lived up to the 
principles of the (iospels. What is needed is to bring back those good 
old days and then to see that no new apostasy deprives men of their 
beneficent effects. 

I here is no need to enter into an analysis of the social and economic 
conditions of the thirteenth century which these reformers praise 
as the greatest of all periods of history. We arc concerned merely with 
the notion of just prices and w age rates w hich was essential in the 
social teachings of the doctors of the church and which the reformers 
want to raise to the position of the ultimate standard of economic 
conduct. 

It is obvious that w ith theorists this notion of just prices and wage 

rates always refers and always referred to a definite social order which 
• • 

they considered the best possible order. They recommend the adop¬ 
tion of their ideal scheme and its preservation forever. No further 
changes are to be tolerated. Any alteration of the best possible state 
of social affairs can only mean deterioration. The world view of these 
philosophers docs not take into account man's ceaseless striving for 

2. See below, pp. 752-761. 
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improvement of the material conditions of well-being. Historical 
change and a rise in the general standard of living are notions foreign 
to them. They call “just” that mode of conduct that is compatible 
with the undisturbed preservation of their utopia, and everything 


else unjust. 

However, the notion of just prices and wage rates as present to the 
mind of people ocher than philosophers is very different. When the 
nonphilosopher calls a price just, what he means is that the preserva¬ 
tion of this price improves or at least docs not impair his own revenues 
and station in society. He calls unjust any price that jeopardizes his 
own wealth and station. It is “just” that the prices of those goods and 
services which he sells rise more and more and that the prices of those 
goods and services he buys drop more and more. To the farmer no 
price of wheat, however high, appears unjust. 1 o the wage earner no 
wage rates, however high, appear unfair. But the farmer is quick to 
denounce every drop in the price of wheat as a violation of divine 
and human laws, and the wage earners rise in rebellion when then 
wages drop. Yet the market society has no means of adjusting produc¬ 
tion to changing conditions other than the operation of the market. 
By means of price changes it forces people to restrict the production 
of articles less urgently asked for and to expand the production of 
those articles for which consumers' demand is more urgent. 1 he 
absurdity of all endeavors to stabilize prices consists precisely in the 
fact that stabilization would prevent any further improvement and re¬ 
sult in rigidity and stagnation. The flexibility of commodity prices and 
wage rates is the vehicle of adjustment, improvement, and progress. 
Those who condemn changes in prices and w age rates as unjust, and 
who ask for the preservation of what they call just, are in fact com¬ 
bating endeavors to make economic conditions more satisfactory . 

It is not unjust that there has long prevailed a tendency tow ai d such 
a determination of the prices of agricultural products that the gicatci 
part of the population abandoned farming and moved toward the 
processing industries. But for this tendency, 90 per cent or more of 
the population would still be occupied in agriculture and the process¬ 
ing industries would have been stunted in their growth. All strata of 
the population, including the farmers, would be worse off. If I homas 
Aquinas' doctrine of the just price had been put into practice, the 
thirteenth century’s economic conditions would still prevail. Popula¬ 
tion figures would be much smaller than they arc today and the 
standard of living much lower. 

Both varieties of the just-price doctrine, the philosophical and the 
popular, agree in their condemnation of the prices and w age rates as 
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determined on the unhampered market. But this negativism does not 
in itself provide any answer to the question of what height the just 
prices and wage rates should attain. If righteousness is to be elevated to 
the position of the ultimate standard of economic action, one must 
unambiguously tell every actor what he should do, what prices he 
should ask, and what prices he should pay in each concrete case, and 
one must force—by recourse to an apparatus of violent compulsion 
and coercion—all those venturing disobedience to comply with these 
orders. One must establish a supreme authority issuing norms and 
regulating conduct in every respect, altering these norms if need be, 
interpreting them authentically, and enforcing them. Thus the substi¬ 
tution of social justice and righteousness for selfish profit-seeking re¬ 
quires for its realization precisely those policies of government inter¬ 
ference with business w hich the advocates of the moral purification 
of mankind want to make superfluous. No deviation from the un¬ 
hampered market economy is thinkable without authoritarian regi¬ 
mentation. Whether the authority in which these pow ers arc vested is 
called lay government or thcocratical priesthood makes no difference. 

The reformers, in exhorting people to turn away from selfishness, 
address themselves to capitalists and entrepreneurs, and sometimes, al¬ 
though only timidly, to wage earners as well. However, the market 


economy is a system of consumers’ supremacy. The sermonizers 
should appeal to consumers, not to producers. They should persuade 
the consumers to renounce preferring better and cheaper merchandise 
to poorer and dearer merchandise lest they hurt the less efficient pro¬ 
ducer. I hey should persuade them to restrict their ow n purchases 
m order to provide poorer people w ith the opportunity to buy more. 
If one wants the consumers to act in this way, one must tell them 
plainly what to buy. in what quantity, from whom, and at what prices; 
and one must provide for enforcing such orders by coercion and com¬ 
pulsion But then one has adopted exactly that system of authoritarian 
control which moral reform wants to make unnecessary. 

Whatever freedom individuals can enjoy within the framework 
of social cooperation is conditional upon the concord of private gain 
and pul,he weal. W ithin the orbit in which the individual, in pursu- 
mg his ou n 'yell-being, advances also-or at least does not impair-the 
well-being of his fellow men. people going their own wavs jeopardize 
neither the preservation of society nor the concerns of other people. 
A realm of freedom and individual initiative emerges, a realm in which 
man is allowed to choose and to act of his own accord. This sphere of 
economic freedom is the basis of all the other freedoms compatible 
with cooperation under the division of labor. It is the market economy 
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or capitalism with its political corollary (the Marxians would have to 
say with its “superstructure"), representative government. 

Those who contend that there is a conflict between the acquisitive¬ 
ness of various individuals or between the acquisitiveness of individ¬ 
uals on the one hand and the commonweal on the other, cannot avoid 
advocating the suppression of the individuals' right to choose and to 
act. They must substitute the supremacy of a central board ot pro¬ 
duction management for the discretion of the citizens. In their scheme 
of the good society there is no room left for private initiative. c 
authority issues orders and everybody is forced to obey. 

5. The Meaning of Laissez Faire 

In eighteenth-century France the saying laissez l-we, Imsscz 
passer was the formula into which some of the champions of the 
cause of liberty compressed their program. 1 heir aim u» the.estab¬ 
lishment of the unhampered market society. In order to uni »»« 
they advocated the abolition of all laws preventing more 'ndustn n 
and more efficient people from outdoing less industrious and ess 
efficient competitors and restricting the mobility of l * nA 

of men. It was this that the famous maxim was designed o 

In our age of passionate longing for government omnipotence the 
formula lafsscz faire is in disrepute. Public opinion now considers it 
amanifestation both of moral Jeprav icy and of the — != - 
As the interventionist sees things, the altem.es e is 
forces” or “conscious planning.” 1 It is obvious, he implies, that to 
rely upon automatic processes is sheer stupidity. No reasonable man 
can seriously recommend doing nothing and letting th'ngs go s he 
do without interference on the par, of purposive ac«om A £an 
the very fact that it is a display of conscious action, is ">'>> 
superior to the absence of any pbnmng. I-aisse/. faire .s said to mean. 
Let the evils last, do not try to improve the lot of mankind In reas. 

al> Th“is°utterly fallacious talk. The argument advanced for f planning 
is entirely derived from an impermissible interpretation of a m t 
phor ItL no foundation other than the connotations urqabed m 

the term “automatic" which it is customary to apply m a 1 «“l’'J. 
sense for the description of the market process.- Automat, s s the 
Concise Oxford Dictionary ,» means "unconscious, unintelligent. 

3. Cf. A. H. Hansen. “Social Planning for . / 

after the War (Cornell Univcrsiry Lectures. Itluca. » 94 S >.\\ i 

4. Sec abo% c, op. JH-J 1 *- 

j; (3d ed. Oxford, » 934 >* P- 74 - 


Human Action 


7 26 

merely mechanical.” Automatic, says \Vebsters Collegiate Diction¬ 
ary? means “not subject to the control of the will, . . . performed 
without active thought and without conscious intention or direction.” 
What a triumph for the champion of planning to play this trump card! 

The truth is that the alternative is not between a dead mechanism 
or a rigid automatism on one hand and conscious planning on the 
other hand. The alternative is not plan or no plan. The question is 
whose planning? Should each member of society plan for himself, 
or should a benevolent government alone plan for them all? The 
issue is not automatism versus conscious action; it is autonomous 
action of each individual versus the exclusive action of the govern¬ 
ment. It is freedom versus government omnipotence. 

Laissez fairc does not mean: Let soulless mechanical forces operate. 
It means: Let each individual choose how he wants to cooperate in 
the social division of labor; let the consumers determine what the 
entrepreneurs should produce. Planning means: Let the government 
alone choose and enforce its rulings by the apparatus of coercion and 
compulsion. 

L ndcr laissez fairc, says the planner, it is not those goods which 
people “really need that arc produced, but those goods from the 
sale of which the highest returns arc expected. It is the objective of 
planning to direct production toward the satisfaction of the “true” 
needs. But who is to decide what the “true” needs are? 

Thus, for instance, Professor Harold Laski, the former chairman of 
the British Labor Party, would determine as the objective of the 
planned direction of investment “that the use of the investor’s savings 
u ill be in housing rather than in cinemas.” 7 It is beside the point 
whether or not one agrees with the professor’s view that better houses 
are more important than moving pictures. It is a fact that the con¬ 
sumers, in spending part of their money for admission to the movies, 
have made another choice. If the masses of Great Britain, the same 
people whose votes swept the Labor Party into power, were to stop 
patronizing the moving pictures and to spend more for comfortable 
homes and apartments, profit-seeking business would be forced to 
invest more in building homes and apartment houses and less in the 
production of expensive pictures. It is Mr. Laski’s desire to defy the 
wishes of the consumers and to substitute his own will for that of the 
consumers. He wants to do aw ay with the democracy of the market 

and to establish the absolute rule of a production tsar, f Ic may believe 

* 

6. (5th ed. Springfield, 194^), p. 73. 

" ReVOlU<i ° n b >‘ Conscnt " “P™** Talks, X, no. 
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that he is right from a “higher" point of view, and that as n superman 
he is called upon to impose his own valuations on the masses of infe¬ 
rior men. But then he should be frank enough to say so plainly. 

All this passionate praise of the supcreminencc of government action 
is but a poor disguise for the individual interventionist s self-deifica¬ 
tion. The great god State is a great god only because it is expected to 
do exclusively what the individual advocate of interventionism wants 
to see achieved. Only that plan is genuine which the individual planner 
fully approves. All other plans are simply counterfeit. In saying "plan" 
what the author of a book on the benefits of planning has in mind is. 
of course, his own plan alone. He docs not take into account the possi¬ 
bility that the plan which the government puts into practice may 
differ from his own plan. The various planners agree only with regard 
to their rejection of laissez fairc, i.c., the individuals’ discretion to 
choose and to act. They entirely disagree with regard to the choice 
of the unique plan to be adopted. To every exposure of the manifest 
and incontestable defects of interventionist policies the champions 
of interventionism react in the same way. I hese faults, they say, w ere 
the results of spurious interventionism; what wc arc advocating is 
good interventionism, not bad interventionism. And, of course, good 
interventionism is the professor’s ow n brand. 

Laissez fairc means: Let the common man choose and act; do not 
force him to yield to a dictator. 


6. Direct Government Interference with Consumption 

In investigating the economic problems of interventionism wc do 
not have to deal with those actions of the government whose aim u 
is to influence immediately the consumer's choice of consumers goods. 
Kvcrv act of government interference with business must indirectly af¬ 
fect consumption. As the government’s interference alters the market 
data, it must also alter the valuations and the conduct of the consumers. 
But if the aim of the government is merely to force the consumers 
directly to consume goods other than w hat they would have consumed 
in the absence of the government’s decree, no special problems emerge 
to be scrutinized by economics. It is beyond doubt that a strong and 
ruthless police apparatus has the power to enforce such deciees. 

In dealing with the choices of the consumers wc do not ask what 
motives induced a man to buy a and not to buy h. \\ c merely investi¬ 
gate w hat effects on the determination of market prices and thereby 
on production were brought about by the concrete conduct of the 
consumers. These effects do not depend on the considerations w inch 
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led individuals to buy a and not to buy b; they depend only on the 
real acts of buying and abstention from buying. It is immaterial for 
the determination of the prices of gas masks whether people buy 
them of their own accord or because the government forces every¬ 
body to have a gas mask. What alone counts is the size of the demand. 

Governments which are eager to keep up the outward appearance of 
freedom even when curtailing freedom disguise their direct interfer¬ 
ence with consumption under the cloak of interference with business. 
The aim of American prohibition was to prevent the individual resi¬ 
dents of the country from drinking alcoholic beverages. But the law 
hypocritically did not make drinking as such illegal and did not penal¬ 
ize it. It merely prohibited the manufacture, the sale and the transpor¬ 
tation of intoxicating liquors, the business transactions which precede 
the act of drinking. The idea was that people indulge in the vice of 
drinking only because unscrupulous businessmen prevail upon them. 
It was, however, manifest that the objective of prohibition was to en¬ 
croach upon the individuals* freedom to spend their dollars and to 
enjoy their lives according to their own fashion. The restrictions im¬ 
posed upon business were only subservient to this ultimate end. 

The problems involved in direct government interference with 
consumption arc not catallactic problems. They go far beyond the 
scope of catallactics and concern the fundamental issues of human 
life and social organization. If it is true that government derives its 
authority from God and is entrusted bv Providence to act as the 
guardian of the ignorant and stupid populace, then it is certainly its 
task to regiment every aspect of the subject’s conduct. The God-sent 
ruler knows better what is good for his wards than they do themselves. 
It is his duty to guard them against the harm they would inflict upon 
themselves if left alone. 

Self-styled "realistic” people fail to recognize the immense im¬ 
portance of the principles implied. They contend that they do not 
\\ ant to deal with the matter from w hat, they saw is a philosophic and 
academic point of view. Their approach is. they argue, exclusively 
guided by practical considerations. It is a fact, they sav, that some 
people harm themselves and their innocent families by consuming 
narcotic drugs. Only doctrinaires could be so dogmatic as to object 
to the government’s regulation of the drug traffic. Its beneficent effects 
cannot be contested. 

However, the case is not so simple as that. Opium and morphine are 
certainly dangerous, habit-forming drugs. But once the principle is 
admitted that it is the duty of government to protect the individual 
against his own foolishness, no serious objections can be advanced 
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against further encroachments. A good case could he made out in 
favor of the prohibition of alcohol and nicotine. And » h) limit the 
government s benevolent providence to the protection of the individ¬ 
ual's body only? Is not the harm a man can inflict on lus mind and 
SSJ disastrous than any bodily aviist Why no, prev.n, 
him from reading bad books and seeing bad plays, from looking at 
bad paintings and statues and from hearing bad music.- The m.seh.e 
done by bad ideologies, surely, is much more pernicious, both for 

• . . . / t I. _ I _ rhtn rhir HftllC l>\' iWTCOtlC 
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the individual and for the whole society, than that done by narcotic 

^These fears are not merely imaginary specters terrifying secluded 
doctrinaires. It is a fact that no paternal government, whether ancient 
or modern, ever shrank from regimenting its subjects minds. bel ef . 
and opinions. If one abolishes man's freedom to determine h i 
consumption, one takes all freedoms away. The naive advocate 
government interference with consumption delude ''icmseKes svhe 
they neglect what they disdainfully call the philosophical aspect f 
the protdem. They unwittingly support the case of censorship. mi]tii - 
tion, religious intolerance, and the persecution of dissenters. 

In dealing with the catallactics of interventionism w c do not disc 
these political consequences of direct government .ntcrference ,h 

the citizens' consumption. We are exclusively eone^enduiththose 

acts of interference which aim at forcing the ‘•• n ' rt ^ nC S 
capitalists to employ the factors of production in a « > " ' j 

\\ hat they would have done if they merely obeyed >l,d o 
market, in doing this, we do not raise the question o, vi e he sue! 
interference is good or bad from any preconceived pn > c. V 
merely ask whether or not it can attain those ends « h.ch those ads 
eating and resorting to it arc trying to attain. 


XXVIII. INTERFERENCE BY TAXATION 


i. The Neutral fax 


T o keep the social apparatus of coercion and compulsion running 
requires expenditure of labor and commodities. Under a liberal 
system of government these expenditures arc small compared with 
the sum of t he individuals' incomes. The more the government expands 
the sphere of its activities, the more its budget increases. 

If the government itself owns and operates plants, farms, forests, 
and mines, it might consider covering a part or the whole ol its 
financial needs from interest and profit earned. But government opera¬ 
tion of business enterprises as a rule is so inefficient that it results in 
losses rather than in profits. (Governments must resort to taxation, i.c., 
thev must raise revenues b\ forcing the subjects to surrender a part 
of their wealth or income. 

A neutral mode of taxation is conceivable that would not divert the 
operation of the market f rom the lines in which it would develop in 
the absence of am taxation. 1 low ever, the vast literature on problems 
of taxation .in well as the policies of governments have hardly ever 
given thought to the problem of tlie neutral tax. Thev have been more 
eager to find the just tax. 


I he neutral tax would affect the conditions of the citizens only to 
the extent required by the fact that a part of the labor and material 
goods available is absorbed by the government apparatus. In the 
imaginary construction of the evenly rotating economy the treasury 
continually levies taxes and spends the whole amount raised, neither 
more nor less, lor defraying the costs incurred by the activities of 
the government's officers. A part of each citizen's income is spent 
for public expenditure. If wc assume that in such an evenly rotating 
economy there prevails perfect income equality in such a w ay that 
every household's income is proportional to the number of its mem¬ 
bers. both a head tax and a proportional income tax would be neutral 
taxes. Under these assumptions there would be no difference between 
them. A part of each citizen's income would be absorbed bv public 
expenditure, and no secondary effects of taxation would emerge. 

The changing economy is entirely different from this imaginary 
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construction of an evenly rotating economy with income equality. 
Continuous change and the inequality of wealth and income are essen¬ 
tial and necessary features of the changing market economy, the only 
real and working system of the market economy. In the frame of such 
a system no tax can be neutral. I he very idea of a neutral tax is as 
unrealizable as that of neutral money. But, of course, the reasons for 
this inescapable non-neutrality arc different in the case of taxes from 
what they arc in the case of money. 

A head tax that taxes every citizen equally and uniformly without 
any regard to the size of his income and wealth, falls more heavily 
upon those with more moderate means than upon those with more 
ample means. It restricts the production of the articles consumed by 
the masses more sharply than that of the articles mainly consumed b\ 
the wealthier citizens. On the other hand, it curtails saving and capital 
accumulation less than a more burdensome taxation of the wealthier 
citizens docs. It docs not slow down the tendency toward a drop in 
the marginal productivity of capital goods as against the marginal pro¬ 
ductivity of labor to the same extent as docs taxation discriminating 
against those with higher income and wealth, and consequently it 
does not to the same extent retard the tendency tow ard a rise in w age- 


rates. . . | . • 

The actual fiscal policies of all countries arc today exclusively 
guided by the idea that taxes should be apportioned according to 
each citizen's “ability to pay." In the considerations w Inch finally 
resulted in the general acceptance of the ability-to-pay principle there 
was some dim conception that taxing the well-to-do more hcavik 
than those with moderate means renders a tax somew hat more neutral. 
I low ever this may be, it is certain that any reference to tax neutrality 
w as very soon entirely discarded. 1 he ability-to-pay principle has 
been raised to the dignity of a postulate of social justice. As people see 
it today, the fiscal and budgetary objectives of taxation arc of second¬ 
ary importance only. The primary function of taxation is to reform 
social conditions according to justice. Taxation is a method of govern¬ 
ment interference with business. A tax is the more satisfactory the 
less neutral it is and the more it serves as a device for diverting produc¬ 
tion and consumption from those lines into which the unhampered 
market would have directed them. 


2. The Total lax 

The idea of social justice implied in the ability-to-pay principle 
is that of perfect financial equality of all citizens. As long as any in- 
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equality of income or wealth remains it can as plausibly be argued 

that these larger incomes and fortunes, however small their absolute 

amount, indicate some excess of ability to be levied upon, as it can be 

argued that any existing inequalities of income and wealth indicate 

differences in ability. The only logical stopping place of the ability- 

to-pay doctrine is at the complete equalization of incomes and wealth 

by confiscation of all incomes and fortunes above the lowest amount 

iii the hands of anyone. 1 

The notion of the total tax is the antithesis of the notion of the 
neutral tax. The total tax completely taxes away—confiscates—all 
incomes and estates. Then the government, out of the community 
chest thus filled, gives to everybody an allowance for defraying the 
costs of his sustenance. Or, what comes to the same thing, the govern¬ 
ment in taxing leaves free that amount which it considers everybody’s 
fair share and completes the shares of those w ho have less up to the 
amount of their fair share. 

The idea of the total tax cannot be thought out to its ultimate logical 
consequences. If the entrepreneurs and capitalists do not derive any 
personal benefit or damage from their utilization of the means of 
production, they become indifferent w ith regard to the choice be¬ 
tween various modes of conduct. Their social function fades away, 
and thev become disinterested irresponsible administrators of public 
property. The)’ arc no longer bound to adjust production to the 
w ishes of the consumers. If only the income is taxed away while the 
capital stock itself is left free, an incentive is offered to the owners 
to consume parts of their wealth and thus to hurt the interests of 
everyone. A total income tax would be a very inept means for the 
realization of socialism. If the total tax affects wealth no less than 
income, it is no longer a tax, i.c., a device for collecting government 
revenue w ithin a market ci onoinv. It becomes a measure for the transi- 

m 

tion to socialism. As soon as it is consummated, socialism has been 
substituted for capitalism. 

Even when looked upon as a method for the realization of socialism, 
the total tax is disputable. Some socialists launched plans for a proso¬ 
cialist tax reform. 1 hey recommended cither a too per cent estate and 
gift tax or taxing aw ay totally the rent of land or all unearned income 
—i.e., in the socialist terminology, all revenue not derived from labor 
performed. The examination of these projects is superfluous. It is 
enough to know’ that they arc utterly incompatible with the preserva¬ 
tion of the market economy. 

i. Cf. Harley Lutz, Guidcposts to a Free Economy (N T c\\ ^ ork, 194*). P- 7 6 - 
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3 . Fiscal and Nonfiscal Objectives of Taxation 
The fiscal and nonfiscal objectives of taxation do not agree with 

one another. . . , % 

Consider, for instance, excise duties on liquor. It one considers them 

as a source of government revenue, the more they yield the hettei 
they appear. Of course, as the duty must enhance the price ot the 
beverage, it restricts sales and consumption. It is necessary to find 
out by testing under what rate of duty the yield becomes highest. 
But if one looks at liquor taxes as a means of reducing the consumption 
of liquor as much as possible, the rate is better the higher it is. F ushed 
beyond a certain limit, the tax makes consumption drop considerably, 
and also the revenue concomitantly. If the tax fully attains its non- 
liscal objective of weaning people entirely from drinking alcohohe 
beverages, the revenue is zero. It no longer serves any fiscal purpose 
its effects arc merely prohibitive. The same is valid not ' 

regard to all kinds of indirect taxation but no less for d.icct tax* 01 • 
Discriminating taxes levied upon corporations and big business ould 
if raised above a certain limit, result in the total d.sappea.ancc ( 
corporations and big business. Capital levies inheritance and estate 
taxes, and income taxes are similarly self-defeating if earned to cx- 

"ifhere is no solution for the irreconcilable conflict between the 
fiscal and the nonfiscal ends of taxation. 1 he post er to tax is. as Chic 
justice Marshall pertinently observed, the power to destroy , h 
power can be used for the destruction of the market econo.m . • e 
is the firm resolution of many governments and parties to use t 
this purpose. With the substitution of socialism for «P“»'«' ’ t1 ’ 
dualism of the coexistence of two distinct spheres of action d sap k.ii . 
The government swallows the whole orbit of the mdivid *«•; 
omous actions and becomes totalitarian t no -nger depe ids ft. 
its financial support on the means exacted from the citizens. I hue s 
no longer any such thing as a separation of public funds and pm ate 

^Taxation is a matter of the market economy. It is one of 
teristic features of the market economy that the government does m l 
interfere with the market phenomena and that its technical appal. m s 
is so small that its maintenance absorbs only a modest fraction of the 
total sum of the individual citizens’ incomes Then taxes arc an ap¬ 
propriate vehicle for providing the funds needed by the government. 
They are appropriate because they are low and do no, perceptibly d.s- 
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arrange production and consumption. If taxes grow beyond a moder¬ 
ate limit, they cease to be taxes and turn into devices for the destruc¬ 
tion of the market economy. 

This metamorphosis of taxes into weapons of destruction is the 

mark of present-day public finance. We do not deal with the quite 

arbitrary value judgments concerning the problems of whether heavy 

taxation is a curse or a benefit and whether the expenditures financed 

by the tax yield arc or arc not wise and beneficial . 2 What matters is 
# • 

that the heavier taxation becomes, the less compatible it is with the 
preservation of the market economy. There is no need to raise the 
question of whether or not it is true that “no country w as ever yet 
ruined by large expenditures of money by the public and for the 
public.” 3 It cannot be denied that the market economy can be ruined 
by large public expenditures and that it is the intention of many people 
to ruin it in this wav. 

Businessmen complain about the oppressiveness of heavy taxes. 

Statesmen are alarmed about the danger of “eating the secdcorn." 

Vet, the true crux of the taxation issue is to be seen in the paradox that 

the more taxes increase, the more they undermine the market economy 

and concomitantly the system of taxation itself. Thus the fact becomes 
0 0 

manifest that ultimately the preservation of private property and 
confiscatory measures arc incompatible. Even* specific tax, as well 
as a nation's w hole rax system, becomes self-defeating above a certain 
height of the rates. 

4 . I he 1 hrcc Classes of Tax Interventionism 

The various methods of taxation which can be used for the regula¬ 
tion of the economy—i.e., as instruments of an interventionist policy 
—can be classified in three groups: 

1. I he tax aims at totally suppressing or at restricting the produc¬ 
tion of definite commodities. It thus indirectly interferes with con¬ 
sumption too. It docs not matter w hether this end is aimed at by the 
imposition of special taxes or by exempting certain products from a 
general rax imposed upon all other products or upon those products 
which the consumers would have preferred in the absence of fiscal 
discrimination. 1 ax exemption is employed as an instrument of inter¬ 
ventionism in the case of customs duties. The domestic product is 
not burdened by the tariff which affects only the merchandise im- 

*• This _\ s lh ? f uscon t ,ar y ,ncthod of dealing with problems of public finance. 
Cf., c.g. t My. Adams, Lorenz, and Young. Outlines of Economics (id cd. New 
\ ork, 1920), p. 702. 

3. Ibid. 
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ported from abroad. .Many countries resort to tax discrimination in 
regulating domestic production. They try, for instance, to encourage 
the production of wine, a product of small or medium-size grape 
growers, as against the production of beer, a product of big-size brew¬ 
eries, by submitting beer to a more burdensome excise tax than wine. 

2 . The tax expropriates a part of income or wealth. 

3 . The tax expropriates income and wealth entirely. 

We do not have to deal with the third class, as it is merely a means 
for the realization of socialism and as such is outside the scope of 
interventionism. 

The first class is in its effects not different from the restrictive 
measures dealt with in the following chapter. 

The second class encompasses confiscatory measures dealt w ith in 
Chapter XXXII. 


XXIX. RESTRICTION OF PRODUCTION 


i. The Nature of Restriction 

W f. shall deal in this chapter with those measures which are directly 
and primarily intended to divert production (in the broadest 
meaning of the word, including commerce and transportation) from 
the ways it would take in the unhampered market economy. Each 
authoritarian interference with business diverts production, of course, 
from the lines it would take if it were only directed by the demand 
of the consumers as manifested on the market. The characteristic mark 
of restrictive interference with production is that the diversion of 
production is not merely an unavoidable and unintentional secondary 
effect, but precisely what the authority wants to bring about. Like any 
other act of intervention, such restrictive measures affect consumption 
also. But this again, in the case of the restrictive measures we are 
dealing with in this chapter, is not the primary end the authority 
aims at. The government wants to interfere with production. The 
fact that its measure influences the ways of consumption also is, from 
its point of view, either altogether contrary to its intentions or at 
least an unwelcome consequence with which it puts up because it 
is unavoidable and is considered as a minor evil when compared with 
the consequences of nonintervention. 

Restriction of production means that the government either for¬ 
bids or makes more difficult or more expensive the production, trans¬ 
portation, or distribution of definite articles, or the application of 
definite modes of production, transportation, or distribution. The 
authority thus eliminates some of the means available for the satisfac¬ 
tion of human wants. The effect of its interference is that people are 
prevented from using their knowledge and abilities, their labor, and 
their material means of production in the way in which they would 
earn the highest returns and satisfy their needs as much as possible. 
Such interference makes people poorer and less satisfied. 

I his is the crux of the matter. All the subtlety and hair-splitting 
wasted in the effort to invalidate this fundamental thesis are vain. On 
the unhampered market there prevails an irresistible tendency to 
employ every factor of production for the best possible satisfaction of 
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the most urgent needs of the consumers. If the government interferes 
with this process, it can only impair satisfaction; it can never improve 

' The correctness of this thesis has been proved in an excellent and 
irrefutable manner with regard to the historically most important 
class of government interference with production, the barriers to 
international trade. In this field the teachings of the classical econo¬ 
mists, especially those of Ricardo, are final and settle the issue forever. 
All that a tariff can achieve is to divert production from those loca¬ 
tions in which the output per unit of input is higher to locations 
in which it is lower. It docs not increase production; it curtails it. 

People expatiate on alleged government encouragement of pro¬ 
duction. I lowevcr, government does not have the power to encourage 
one branch of production except by curtailing other branches It w ith- 
draws the factors of production from those branches in " Inch the un¬ 
hampered market would employ then, and directs them into other 
branches. It little matters what kind of administrative procedures the 
government resorts to for the realization of this effect. It may subsi¬ 
dize openly or disguise the subsidy in enacting tariffs and thus forcing 
its subjects to defray the costs. What alone counts is the fact that 
people arc forced to forego some satisfactions which they value more 
highly and arc compensated only by satisfactions which they value 
less. At the bottom of the interventionist argument there is always 
the idea that the government or the state is an entity outside and above 
the social process of production, that it o« ns something w Inch is not 
derived from taxing its subjects, and that it can spend this mythica 
something for definite purposes. This is the Santa (.Ians fable Mixed 
by Lord Keynes to the dignity of an economic doctrine and enthusi¬ 
astically endorsed by all those who expect personal advantage fro... 
government spending. As against these popular fallacies there is nett 
to emphasize the truism that a government can spend or im est only 
what it takes away from its citizens and that its additional spending 
and investment curtails the citizens’ spending and investment to the 
full extent of its quantity. 

While government has no power to make people more prosperous 
by interference with business, it certainly docs have the power to 
make them less satisfied by restriction of production. 


2. The Prize of Restriction 

The fact that restricting production invariably involves a curtail¬ 
ment of the individual citizens’ satisfaction docs not mean that such 
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restriction is necessarily to be regarded as a damage. A government 
docs not wantonly resort to restrictive measures. It wants to attain 
certain ends and considers the restriction as the appropriate means for 
the realization of its plan. The appraisal of restrictive policies depends 
therefore on the answer to two questions: Is the means chosen by the 
government fitted to attain the end sought? Is the realization of this 
end a compensation for the individual citizens’ privation? In raising 
these questions we look upon restriction of production as we look 
upon taxes. Payment of taxes also directly curtails the taxpayer's 
satisfaction. But it is the price he pays for the services which govern¬ 
ment renders to society and to each of its members. As far as the 
government fulfills its social functions and the taxes do not exceed 
the amount required for securing the smooth operation of the govern¬ 
ment apparatus, they arc necessary costs and repay themselves. 

1 he adequacy of this mode of dealing with restrictive measures is 
especially manifest in all those cases in which restriction is resorted 
to as a substitute lor taxation. The bulk of expenditure for national 
defense is defrayed by the treasury out of the public revenue. But 
occasionally another procedure is chosen. It happens sometimes that 
the nation's preparedness to repel aggression depends on the existence 
of certain branches of industry which would be absent in the un¬ 
hampered market. I hese industries must be subsidized, and the subsi¬ 
dies granted arc to be considered as any other armaments expenditure. 

I heir character remains the same if the government grants them in¬ 
directly by the imposition of an import duty for the products con¬ 
cerned. The difference is only that then the' consumers arc directly 
burdened w ith the costs incurred, while in the case of a government 
subsidy they defray these costs indirectly in paying higher taxes. 

In enacting restrictive measures governments and parliaments have 
hardly ever been aw arc of the consequences of their meddling with 
business. I bus, they have blithely assumed that protective tariffs arc 
capable of raising the nation’s standard of living, and they have 
stubbornly refused to admit the correctness of the economic teach¬ 
ings concerning the effects of protectionism. The economists’ con¬ 
demnation of protectionism is irrefutable and free of any party bias. 
For the economists do not say that protection is bad from"any precon¬ 
ceived point of view. They show that protection cannot attain those 
ends which the governments as a rule want to attain by resorting to it. 
They do not question the ultimate end of the government’s action; 
they merely reject the means chosen as inappropriate to realize the 
ends aimed at. 

Most popular among all restrictive measures are those styled pro- 
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labor legislation. Here too the governments and public opinion badly 
misjudge the effects. They believe that restricting the hours of work 
and prohibiting child labor exclusively burdens the employers and 
is a “social gain” for the wage earners. However, this is true only 
to the extent that such laws reduce the supply of labor and thus raise 
the marginal productivity of labor as against the marginal produc¬ 
tivity of capital. But the 'drop in the supply of labor results also in a 
decrease in the total amount of goods produced and thereby in the 
average per capita consumption. 1 he total cake shrinks, but the por¬ 
tion of the smaller cake which goes to the wage earners is propor¬ 
tionately higher than what they received from the bigger cake; con¬ 
comitantly the portion of the capitalists drops. 1 It depends on the 
concrete data of each case whether or not this outcome improves or 
impairs the real wage rates of the various groups of wage earners. 

The popular appraisal of prolabor legislation was based on the 
error that wage rates have no causal relation whatever to the value 
that the w orker s labor adds to the material. Wage rates, says the iron 
law,” arc determined by the minimum amount of indispensable neces¬ 
sities of life; they can never rise above the subsistence level. 1 he differ¬ 
ence between the value produced by the worker and the wages paid 
to him goes to the exploiting employer. It this surplus is curtailed b\ 
restricting the working hours, the wage earner is relieved »t a part 
of his toil and trouble, his wages remain unchanged, and the employer 
is deprived of a part of his unfair profit. The restriction of total output 
curtails only the income of the exploiting bourgeois. 

It has been pointed out already that the role which prolaboi legisla¬ 
tion played in the evolution of Western capitalism was until a less 
years ago much less important than w ould be suggested by the vehe¬ 
mence with which the problems involved have been publicly dis¬ 
cussed. Labor legislation, for the most part, merely provided a legal 
recognition of changes in conditions already consummated by the 
rapid evolution of business.-' But in the countries which were slim in 
adopting capitalistic modes of production and are backward in 1 en¬ 
veloping modern methods of processing and manulactui ing, t k 
problem of labor legislation is crucial. Deluded by the spurious doc¬ 
trines of interventionism, the politicians of these nations believe t lar 
they can improve the lot of the destitute masses by copying the labor 
legislation of the most advanced capitalistic countries. I hey look upon 

.. Entrepreneurial profits and losses arc not affected by prolabor legislation a- 
they entirely depend on the more or less successful adjustment of production «.. 
the changing conditions of the market. With regard to these, l.ihor cui' •' 
counts only as a factor producing change. 

2. Cf. above, pp. 610-612. 


7 4 o / / inn an A ction 

the problems involved as if they were merely to be treated from what 
is erroneously called the “human angle" and fail to recognize the 
real issue. 

It is a sad fact indeed that in Asia many millions of tender children 
are destitute and starving, that wages are extremely low when com¬ 
pared with American or Western European standards, that hours of 
work are long, and that sanitary conditions in the workshops are 
deplorable. But there is no means of eliminating these evils other than 
to work, to produce, and to save more and thus to accumulate more 
capital. This is indispensable for any lasting improvement. The re¬ 
strictive measures advocated by self-styled philanthropists and hu¬ 
manitarians would be futile. They would not only fail to improve 
conditions, they would make things a good deal worse. If the parents 
arc too poor to feed their children adequately, prohibition of child 
labor condemns the children to starvation. If the marginal productivity 
of labor is so low that a worker can only earn in ten hours wages which 
arc substandard when compared with American wages, one does not 
benefit the laborer by decreeing the eight-hour day. 

The problem under discussion is not the desirability of improving 
the wage earners’ material well-being. The advocates of what arc 
miscalled prolabor laws intentionally confuse the issue in repeating 
again and again that more leisure, higher real wages, and freeing 
children and married women from the necessity of seeking jobs would 
make the families of the workers happier. They resort to falsehood and 
mean calumny in calling those who oppose such laws as detrimental 
to the vital interests of the wage earners “labor-baiters" and “enemies 
of labor." The disagreement does not refer to the ends sought; it con¬ 
cerns solely the means to be applied for their realization. The question 
is not whether or not improvement of the masses’ welfare is desirable. 
It is exclusively whether or not government decrees restricting the 
hours of work and the employment of women and children are the 
right means for raising the workers' standard of living. This is a purely 
catallactic problem to be solved by economics. Emotional talk is 
beside the point. It is a poor disguise for the fact that these self- 
rightcous advocates of restriction are unable to advance anv tenable 
objections to the economists’ well-founded argumentation. 

The fact that the standard of living of the average American worker 
is incomparably more satisfactory than that of the average Chinese 
worker, that in the United States hours of work are shorter and that 
the children are sent to school and nor to the factories, is not an 
achievement of the government and of the laws of the country. It is 
the outcome of the fact that the capital invested per head of the em- 
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ployces is much greater than in China and that consequently the 
marginal productivity of labor is much higher. 1 h.s is not the merit 
of “social policies’; it is the result of the laissez faire methods of the 
past which abstained from sabotaging the evolution of capitalism. It 
is this laissez faire that the Asiatics must adopt if they " ant to improve 

the lot of their peoples. . . 

The poverty of Asia and other backward countries is due to the 
same causes which made conditions unsatisfactory in the early periods 
of Western capitalism. While population figures increased rapidl>, 
restrictive policies delayed the adjustment of production methods to 
the needs of the growing number of mouths. It is to the .mpenshablc 
credit of the laissez faire economists, whom the typical textbooks of 
our universities dismiss as pessimists and apologists of the unfair greed 
of exploiting bourgeois, that they paved the way for economic 
freedom which raised the average standard of living to an unprccc- 


dented height. , , , . . .. . 

Economics is not dogmatic, as the self-styled unorthodox advo- 

cates of government omnipotence and totalitarian dictatorship con¬ 
tend. Economics neither approves nor disapproves of government 
measures restricting production and output It merely considers it 
its duty to clarify the consequences of such measures. I he choice 
of policies to be adopted devolves upon the people. But in choosing 
they must not disregard the teachings of economics if they "ant to 

attain the ends sought. . . , 

There arc certainly cases in " hich people may considei deh.utc 
restrictive measures as justified. Regulations concerning lire preven¬ 
tion arc restrictive and raise the cost of production. But the curtai - 
ment of total output they bring about is the price to be paid fo. avoid¬ 
ance of greater disaster.' The decision about each restrictive measure 
is to be made on the ground of a meticulous weighing of the costs 
to be incurred and the prize to be obtained. No reasonable man con d 
possibly question this rule. 


3. Restriction ns a Privilege 

Every disarrangement of the market data affects various indiv.duals 
d tzroUDS of individuals in a different way. For some people « is a 


and groups 
boon, for others a 


blow! Only after a while, " hen production is ad- 
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justed to the emergence of the new datum, are these effects exhausted. 
Thus a restrictive measure, while placing the immense ma|onty at a 


disadvantage, may temporarily improve some people s position. I- 
those favored the measure is tantamount to the acquisition of 


l-'or 
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privilege. They arc asking for such measures because they want to be 
privileged. 

Here again the most striking example is provided by protectionism. 
The imposition of a duty on the importation of a commodity burdens 
the consumers. But to the domestic producers it is a boon. From their 
point of view decreeing new tariffs and raising already existing tariffs 
is an excellent thing. 

The same is valid with regard to many other restrictive measures. 
If rhe government restricts—either by direct restriction or by fiscal 
discrimination—big business and corporations, the competitive posi¬ 
tion of small-size enterprises is strengthened. If it restricts rhe opera¬ 
tion of big stores and chain stores, the small shopkeepers rejoice. 

It is important to realize that what those benefited by these measures 
consider an advantage for themselves lasts only for a limited time. In 
the long run the privilege accorded to a definite class of producers 
loses its power to create specific gains. The privileged branch attracts 
newcomers, and their competition tends to eliminate the specific gains 
derived from the privilege. Thus the eagerness of the law’s pet children 
to acquire privileges is insatiable. They continue to ask for new 
privileges because the old ones lose their power. 

On the other hand, the repeal of a restrictive measure to the exist¬ 
ence of which the structure of production has already been adjusted 
means a new disarrangement of the market data, favors the short-run 
interests of some people and hurts the short-run interests of other 
people. Let us illustrate the issue by referring to a tariff item. Ruritania 
years ago, let us say in 1920, decreed a tariff on the importation of 
leather. This was a boon for the enterprises which at the moment 
happened to he engaged in the tanning industry. But then later the 
si/e of the industry expanded and the windfall gains which the tanners 
enjoyed in 1020 and in the follow ing vears petered out. What re¬ 
mains is merely the fact that a part of the world’s leather production 
is shifted from locations in which the output per unit of input is higher, 
ro locations in Ruritania in which production requires higher costs. 

I he residents of Ruritania pay higher prices for leather than they 
would pay in the absence of the tariff. As a greater part of Rumania's 
capital and labor is employed in the tanneries than would be the ease 
under free trade for leather, some other domestic industries shrank or 
were at least prevented from growing. Less leather is imported from 
abroad and a smaller amount of Ruritanian products is exported as pay¬ 
ment for leather imported. The volume of Rumania's foreign trade is 
curtailed. Not a single soul in the whole world derives any advantage 
from the preservation of the old tariff. On the contrary,evervoncis 



Restriction of Production 74 ^ 

hurt by the drop in the total output of mankinds industrial clfort. 
If the policy adopted by Rumania with regard to leather w ere to be 
adopted by all nations and with regard to every kind of merchandise 
in the most rigid way so as to abolish international trade altogether 
and to make every nation perfectly autarkic, all people would have to 
forego entirely the advantages which the international division <>t 
labor gives them. 

It is obvious that the repeal of the Ruritanian tariff on leather must 
in the long run benefit everybody, Rumanians as well as foreigners. 
However, in the short run it would hurt the interests of the capitalists 
who have invested in Ruritanian tanneries. It would no less hurt the 
short-run interests of the Ruritanian workers specialized in tannery 
work. A part of them would have either to emigrate or to change 
their occupation. These capitalists and workers passionately fight all 
attempts to lower the leather tarilf or to abolish it altogether. 

This shows clearly why it is politically extremely difficult to brush 
away measures restricting production once the structure ot business 
has been adjusted to their existence. Although their eficcts are pci m- 
cious to everybody, their disappearance is in the short run disadv an¬ 
tageous to special groups. These special groups interested in the 
preservation of the restrictive measures are. of course, only minorities. 
In Ruritania only the small fraction of the population engaged m the 
tanneries can suffer from the abolition of the tarilf on leather. 1 he 
majority are buyers of leather and leather goods and would 
ted bv a drop in their prices. Outside the boundaries ol 


immense 
be benefited by a drop 


Ruritania, only those people would be hurt who arc engaged in 
those industries which will shrink because the leather industn will 
expand. 

The last objection advanced by the opponents of free trade runs 
this way: Granted that only those Rumanians engaged in tanning 
hides arc immediately interested in the preservation of the tarilf on 
leather. Rut every Ruritanian belongs to one of the many branches 
of production. If each domestic product is protected by the tariil 
the transition to free trade hurts the interests of each industry and 
thereby those of all specialized groups of capital and labor the sum 
of which is the whole nation. It follows that repealing the tarilf would 
in the short run be prejudicial to alU'iri/cns. And it is short-run inteiests 
only that count. 

This argument involves a threefold error, first, it is not true that 
all branches of industry would he hurt by the transition to free trade. 
On the contrary. Those branches in which the comparative costs of 
production arc lowest will expand under free trade. I heir short-run 
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interests would be favored by the abolition of the tariff. I he tariff 
on those products they themselves turn out is of no advantage for 
them, as they could not only survive, but expand under free trade. 
The tariff on those products for w hich the comparative cost is higher 
in Rumania than abroad hurts them by directing capital and labor, 
which otherwise would have fertilized them, into those other 
branches. 

Second, the short-run principle is entirely fallacious. In the short 
run every change in the market data hurts those who did not anticipate 
it in time. A consistent champion of the short-run principle must 
advocate perfect rigidity and immutability of all data and oppose any 
change, including any therapeutical and technological improvement." 
If in acting people were always to prefer the avoidance of an evil in 
the nearer future to the avoidance of an evil in the remoter future, 
they would come down to the animal level. It is the very essence of 
human action as distinct from animal behavior that it consciously re¬ 
nounces some temporally nearer satisfaction in order to reap some 
greater but temporally remoter satisfaction. Time preference is not 
absolute w ith man; it is only one of the items entering into the weigh¬ 
ing and balancing of pros and cons. Man swallows bitter pills for the 
sake of beneficent effects to be reaped at a later date. There cannot be 
any question of unconditionally preferring what is good in the short 
run to w hat is good in the long run; the intensity of the satisfaction 
expected from each of the alternatives must be taken into account 
too. 

Kinallv, if the problem of the abolition of Rumania's comprehensive 
tariff svstem is under discussion, one must not forget the fact that 
the short-run interests of those engaged in tanning arc hurt only by 
the abolition of one of the items of the tariff while thev arc favored 
by the abolition of the other items concerning the products of the 
industries in which comparative cost is high. It is true that wage rates 

> for some time as against those in 
other branches and that some time will elapse until the appropriate 
long-run proportion between wage rates in the various branches of 
Ruritanian production will be established. But concomitantly with 
the merely temporary drop in their earnings, these workers w ill ex¬ 
perience a drop in the prices of many articles thev arc buying. And 
this tendency toward an improvement in their conditions is not a 
phenomenon only of the period of transition. It is the consummation 
of the lasting blessings of free trade which, in shifting every branch 

3. This consistency was displayed by sonic Nazi philosophers. Cf. Sombart, . 
A New Soci.it Philosophy, pp. 241-245. 


of the tannery workers will droj 
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of industry to the location in which comparative cost is lowest, in¬ 
creases the productivity of labor and the total quantity of goods 
produced. It is the lasting long-run boon \x hich free trade secures to 

every member of the market society. 

The opposition to the abolition of tariff protection « ould be reason¬ 
able from the personal point of view of those engaged in the leather 
industry if the tariff on leather were the only tariff. 1 hen one could 
explain their attitude as dictated by status interests, the interests of a 
caste which would be temporarily hurt by the abolition of a privilege 
although its mere preservation no longer confers any benefit on 
them. But in this hypothetical case the opposition of the tanners would 
be hopeless. The majority of the nation would overrule it. W .hat 
strengthens the ranks of the protectionists is the fact that the tariff on 
leather is no exception, that many branches of industry are in a similar 
position and are fighting the abolition of tariff items concerning then- 
own branch. This is, of course, not an alliance based on each group - 
special group interests. If everybody is protected to the same extent, 
everybody not only loses as consumer as much as he gams as producer 
F.vcrybody is harmed by the general drop in the productivity of Ial'oi 
which the shifting of industries from more favorable to less favorable 
locations brings about. Conversely the abolition of all tariff items 
would benefit everybody in the long run. while the short-run harm 
which the abolition of some special tariff item brings to the special 
interests of the group concerned is already in the short run at cas 
partly compensated by the consequences of the abolition.of the rant! 
on the products the members of this group arc buying and consuming. 

Many people look upon tariff protection as if it were a pin > egc 
accorded to their nation's w age earners, procuring t um. or t k u 
duration of its existence, a higher standard of living than t icy 1 
enjoy under free trade. This argument is advanced not only m tiu 
United States, but in every country in the world in which *\ci.igi 
real wage rates are higher than in some other country. ... 

Now , it is true that under perfect mobility of capital and labo. 
there would prevail all over the world a tendency toward an equaliza¬ 
tion of the price paid for labor of the same kind and quality. *cr f 
even if there were free trade for products, this tendency is absent m 
our real world of migration barriers and institutions hindering foreign 
investment of capital. The marginal productivity of labor is higher 
in the United States than it is in China because capital invested pci head 
of the working population is greater, and because Chinese workers arc 
prevented from moving to America and c 

4. For a detailed analysis, cf. above, j>. 62 j. 
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labor market. There is no need, in dealing with the explanation of this 
difference, to investigate whether natural resources are or are not 
more abundant in America than in China and whether or not the 
Chinese worker is racially inferior to the American worker. However 
this mav be, these facts, namely, the institutional checks upon the mo¬ 
bility of capital and labor, suffice to account for the absence of the 
equalization tendency. As the abolition of the American tariff could 
not affect these two facts, it could not impair the standard of living 
of the American wage earner in an adverse sense. 

On the contrary. Given a state of affairs in which the mobility of 
capital and labor is restricted, the transition to free trade for products 
must necessarily raise the American standard of life. Those industries 
in which American costs arc higher (American productivity is lower) 
would shrink and those in which costs arc lower (productivity is 
higher) would expand. 

It is certainly true that wage rates in Swiss watchmaking and in 
Chinese embroidering arc low when compared with wage rates in 
the competing American industries. Under free trade the Swiss and 
the Chinese would expand their sales on the American market and the 
sales of their American competitors would shrink. But this is only 
a part of the consequences of free trade. Selling and producing more, 
the Swiss and Chinese would earn and buy more. It docs not matter 
w herher they themselves buy more of the products of other American 
industries or whether they increase their domestic purchases and those 
m other countries, for instance, in France. Whatever happens, the 
equivalent of the additional dollars they earned must finally go to the 
United States and increase the sales of some American industries. If the 
Sw iss and Chinese do not give away their products as a gift, they must 
spend these dollars in buying. 

The popular opinion to the contrary is due to the illusory idea that 
America could expand its purchases of imported products by reducing 
the total sum of its citizens’ cash holdings. This is the notorious fallacy 
according to which people buy without regard to the size of their 
cash holdings, and according to which the very existence of cash 
holdings is simply the outcome of the fact that something is left over 
because there is nothing more to buy. We have already shown why 
this Mercantilist doctrine is entirely wrong. 5 

What the tariff really brings about in the field of wage rates and 
the wage earners’ standard of living is something quite different. 

In a world in which there is free trade for commodities, while the 
migration of workers and foreign investment are restricted, there pre- 

5 - See above, pp. 445-449. 
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vails a tendency toward an establishment of a definite relation between 
the wages paid for the same kind and quality of labor in various 
countries. There cannot prevail a tendency toward an equalization 
of wage rates. But the final price to be paid for labor in various 
countries is in a certain numerical relation. 1 his final price is character¬ 
ized by the fact that all those eager to cam wages get a job and all 
those eager to employ workers arc able to hire as many hands as they 

want. There is “full employment.” 

Let us assume that there are two countries only—Rumania and 
Mauretania. In Ruritania the final wage rate is double what it is in 
Mauretania. Now the government of Ruritania resorts to one of those 
measures which are erroneously styled ’’prolabor.' It burdens the 
employers with an additional expenditure the si/c of which is pro¬ 
portional to the number of workers employed. I or example, it reduces 
the hours of work without permitting a corresponding drop in w eeU\ 
wage rates. The result is a drop in the quantity of goods produced and 
a rise in the price of the unit of every good. 1 he individual worke. 
enjoys more leisure, but his standard of living is curtailed. W hat else 
could a general decrease in the quantity of goods available brim. 


about? . , , , 

This outcome is an internal event in Ruritania. It would emerge also 

in the absence of any foreign trade. The fact that Rumania ,s not 
autarkic, but buys from and sells to Mauretania docs not a ter s 
essential features. But it implicates Mauretania As the R.mt u ia 
produce and consume less, they will buy less from Mauretania. In 
Mauretania there will not be a general drop m production lint some 
industries which produced for export to Rumania will hcnccf. t 
have to produce for the domestic Mauretanian market. Mau.ctama 
will sec the volume of its foreign trade drop; it will become, w ills - 
more autarkic. I bis is a blessing in the eyes of the protection ' I 

truth, it means deterioration in the standard of In ing. |>' <>' ' 

higher costs is substituted for that at lower costs. W hat Mauretania 
experiences is the same thing that the residents of an autaikic com > 
w ould experience if an act of God were to curtail the products t 
one of the country’s industries. As far as there ,s division -> '• 

everybody is affecicd by a drop in the amount other people contribute 

to supplying the market. ( 

However, these inexorable final international consequences 
Ruritania’s new pro-labor law will not affect the various branches of 
Mauretania’s industry in the same wav. A sequence o steps is nee e 
in both countries until at last a perfect adjustment of production to 
the new state of data is brought about. I hese short-run c cc s 
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different from the long-run effects. They are more spectacular than 
the long-run effects. While hardly anybody can fail to notice the 
short-run effects, the long-run effects are recognized only by econ¬ 
omists. While it is not difficult to conceal the long-run effects from 
rhe public, something must be done about the easily recognizable 
short-run effects lest the enthusiasm for such allegedly pro-labor 
legislation fade away. 

The first short-run effect to appear is the weakening of the competi¬ 
tive power of some Ruritanian branches of production as against those 
of Mauretania. As prices rise in Rumania, it becomes possible for 
some Mauretanians to expand their sales in Rumania. 1 his is a tempo¬ 
rary effect onlv; in the end the total sales of all Mauretanian industries 
in Rumania will drop. It is possible that in spite of this general drop 
in the total amount of Mauretanian exports to Rumania, some of the 
Mauretanian industries will expand their sales in the long run. (This 
depends on the new configuration of comparative costs.) But there is 
no necessary interconnection between these short-run and long-run 
effects. The adjustments of the period of transition create kaleidoscop- 
icallv changing situations which may differ entirely from the final out¬ 
come. Vet the short-sighted public’s attention is completely absorbed 
by these short-run effects. They hear the businessmen effected com¬ 
plain that the new Ruritanian law gives to Mauretanians the opportu¬ 
nity to undersell both in Rumania and in Mauretania. They see that 
some Ruritanian businessmen arc forced to restrict their production 
and to discharge workers. And they begin to suspect that something 
may be wrong with the teachings of the self-styled “unorthodox 
friends of labor.” 

But the picture is different if there is in Rumania a tariff high 
enough to prevent Mauretanians from even temporarily expanding 
their sales on the Ruritanian market. Then the most spectacular short- 
run effects of the new measure arc masked in such a way that the 
public does not become aware of them. The long-run effects, ot 
course, cannot he avoided. But they are brought about by another 
sequence of short-run effects which is less offensive because less visible. 
'The talk about alleged “social gains” produced by the shortening of 
rhe hours of work is not exploded by the immediate emergence ol 
effects which everyone, and most of all the discharged workers, con¬ 
sider undesirable. 

The main function of tariffs and other protectionist devices today is 
ro disguise the real effects of interventionist policies designed to raise 
the standard of living of the masses. Economic nationalism is the 
necessary complement of these popular policies which pretend to 
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improve the wage earners’ material well-being while they are in fact 
impairing it. 0 


o- 
a 


4. Restriction as an Economic System 

There are, as has been shown, cases in which a restrictive measure 
can attain the end sought by its application. If those resortmg to such 
a measure think that the attainment of this goal is more important 
than the disadvantages brought about by the restriction i.c., the 
curtailment in the quantity of material goods available for consump¬ 
tion—the recourse to restriction is justified from the point of view 
of their value judgments. They incur costs and pay a price in order 
to get something that they value more than what they had to expem 
or to forego. Nobody, and certainly not the theorist, is in a position 
to argue with them about the propriety of their value judgments. 

The only adequate mode of dealing w ith measures restricting pn 
duction is to look at them as sacrifices made for the attainment of 
definite end. They arc quasi-expenditures and quasi-consumption. 
They arc an employment of things that could be produced and con¬ 
sumed in one way for the realization of certain other ends, hese 
things arc prevented from coming into existence, but this quasi¬ 
consumption is precisely what satisfies the authors of these measures 
better than the increase in goods available which the omission of the 
restriction would have produced. . „ 

With certain restrictive measures this point of view ■' universally 
adopted. If a government decrees that a piece of land should be kept 
in its natural state as a national park and should he w ithlic 1 nun am 
other utilization, nobody would classify such a venture as anything 
else than an expenditure. The government deprives the citizens «> 
the increment in various products which the cultivation of this land 
could bring about, in order to provide them with another sat.sfac- 

tion. . 

It follows that restriction of production can never play ait\ mic 
other than that of an ancillary complement of a system o proi uction. 
One cannot construct a system of economic action out o ^tci re¬ 
strictive measures alone. No complex of such measures can he linked 
together into an integrated economic system. I hey cannot orm .» 
system of production. They belong in the sphere of consumption, not 
in the sphere of production. 

In scrutinizing the problems of interventionism we arc intern upon 
examining the claims of the advocates of government interference « it i 

(. See also what has been said about the function of cartels on pp. 
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business that their system offers an alternative to other economic 
systems. No such claim can reasonably be raised with regard to 
measures restricting production. The best they can attain is curtail¬ 
ment of output and satisfaction. Wealth is produced by expending 
a certain quantity of factors of production. Curtailing this quantity 
does not increase, but decreases, the amount of goods produced. Even 
if the ends aimed at by shortening the hours of work could be attained 
by such a decree, it would not be a measure of production. It is in¬ 
variably a way of cutting down output. 

Capitalism is a system of social production. Socialism, say the social¬ 
ists, is also a system of social production. But with regard to measures 
restricting production, even the interventionists cannot raise h similar 
claim. '1 hey can only say that under capitalism too much is produced 
and that they want to prevent the production of this surplus in order 
to realize other ends. They themselves must confess that there are 
limits to the application of restriction. 

Economics docs not contend that restriction is a bad system of pro¬ 
duction. It asserts that it is not a system of production, at all, but rather 
a system of quasi-consumption. Most of the ends the interventionists 
want to attain by restriction cannot be attained this way. But even 
where restrictive measures arc fit to attain the ends sought, they are 
only restrictive. 7 

m 

I he enormous popularity which restriction enjoys in our day is 
due to the fact that people do not recognize its consequences. In deal¬ 
ing with the problem of shortening the hours of work by government 
decree, the public is not aware of the fact that total output must drop 
and that it is very probable that the wage earners’ standard of living 
will be potentially lowered too. It is a dogma of present-day “un¬ 
orthodoxy that such a "prolabor” measure is a “social i^ain” for the 
workers and that the costs of these gains fall entirely upon the em¬ 
ployee. Whoever questions this dogma is branded as a “sycophantic” 
apologist of the unfair pretensions of rugged exploiters, and pitilessly 
persecuted. It is insinuated that he wants to reduce the wage earners 
to the poverty and the long working hours of the early stages of 
modern industrialism. 


As against all this slander it is important to emphasize again that 
what produces wealth and well-being is production and not restric¬ 
tion. I hat in the capitalist countries the average wage earner consumes 
more goods and can afford to enjoy more leisure than his ancestors, 
and that he can support his wife and children and need not send them 


n v ;Y f °a lhC ob i^V om rai ~ d this thesis from the point of view of the 

Kicardo cltccr, see below, pp. 767-770. 
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to work, is not an achievement of governments and labor unions. It 
is the outcome of the fact that profit-seeking business has accumulated 
and invested more capital and thus increased a thousandfold the 
productivity of labor. 



XXX. INTERFERENCE WITH THE STRUCTURE 

OF PRICES 


i. The Government and the Autonomy of the Market 

I nterference with the structure of the market means that the 
authority aims at fixing prices for commodities and services and 
interest rates at a height different from what the unhampered market 
would have determined. It decrees, or empowers—either tacitly or 
expressly—definite groups of people to decree, prices and rates which 
arc to be considered either as maxima or as minima, and it provides for 
the enforcement of such decrees by coercion and compulsion. 

In resorting to such measures the government wants to favor either 
the buyer—as in the case of maximum prices—or the seller—as in 
the case of minimum prices. The maximum price is designed to make 
it possible for the buyer to procure what he wants at a price lower than 
that of the unhampered market. The minimum price is designed to 
make it possible for the seller to dispose of his merchandise or his 
services at a price higher than that of the unhampered market. It 
depends on the political balance of forces which groups the authority 
wants to favor. At times governments have resorted to maximum 
prices, at other times to minimum prices for various commodities. At 
rimes they have decreed maximum wage rates, at other times minimum 
w age rates. It is only with regard to interest that they have never had 
recourse to minimum rates; when they have interfered, they have al- 
ways decreed maximum interest rates. They have always looked 
askance upon saving, investing, and moneylending. 

If this interference with commodity prices, wage rates, and interest 
rates includes all prices, wage rates, and interest rates, it is tantamount 
to the full substitution of socialism (of the German pattern) for the 
market economy. Then the market, interpersonal exchange, private 
ownership of the means of production, entrepreneurship, and private 
initiative, virtually disappear altogether. No individual any longer has 
the opportunity to influence the process of production of his own 
accord; every individual is bound to obey the orders of the supreme 
board of production management. What in the complex of these 
orders arc called prices, wage rates, and interest rates arc no longer 
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prices, wage rares, and interest rates in the catallactic sense of these 
tenns. They are merely quantitative determinations fixed by the 
director without reference to a market process. If the governments 
resorting to price control and the reformers advocating price control 
were always intent upon the establishment of socialism ot the German 
pattern, there would be no need for economics to deal with price con¬ 
trol separately. All that has to be said with reference to such price 
control is already contained in the analysis of socialism. 

Many advocates of government interference with prices have been 
and are very much confused with regard to this issue. 1 hey have 
failed to recognize the fundamental difference between a market 
economy and a nonmarket society. 1 he haziness of then ideas has 
been reflected in vague and ambiguous language and in a bewildered 
terminology. They have tried to amalgamate things entirely incom¬ 
patible with one another. Their main concepts are examples «.i the 
inconsistency which logicians call contrmiictio in adjecto. 

However,'there were and are advocates of price control who luxe 
openly declared that they want to preserve the market economy. 
They arc outspoken in their assertion that government fixing ‘>1 |” KCS ’ 
wage rates, and interest rates can attain the ends the govci nmcnt w ants 
to attain by their promulgation without abolishing altogether the 
market and private ownership of the means of production. I hey even 
declare that price control is the best or the only means of preservmg 
the system of private enterprise and of preventing the coming o 
socialism. They become very indignant if somebody questions the 
correctness of their doctrine and shows that price contio, i n 
not to make things worse from the point of view of the goxeinmcn s 
and the interventionist doctrinaires, must finally resu t in sou a ism. 
They protest that they are neither socialists nor communists, a.ul mat 
they aim at economic freedom and not at totalitarianism. 

It is the tenets of these interventionists that we luxe to examine. 
The problem is whether it is possible for the police power to a a i 
the ends it wants to attain by fixing prices, wage latcs. aiu miucs 
rates at a height different from what the unhampered mai ‘U won i 
have determined. It is beyond doubt that a strong and resolute gov e« n 


ment has the power to decree such maximum or minimum iarts and to 
take revenge upon the disobedient. But the question is wheihe. oi 
not the authority can attain those ends which it wants to attain »\ k 

sorting to such decrees. , , 

History is a long record of price ceilings and anti-usui> law*. 
Again and again emperors, kings, and revolutionary dictato.s have 
tried to meddle with the market phenomena. Severe punis uumt "as 
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inflicted on refractory dealers and farmers. Many people fell victim 
to persecutions which met with the enthusiastic approval of the 
masses. Nonetheless, all these endeavors failed. The explanation which 
the writings of lawyers, theologians, and philosophers provided for 
the failure was in full agreement with the ideas held by the rulers and 
the masses. Man, they said, is intrinsically selfish and sinful, and the 
authorities were unfortunately too lax in enforcing the law. What was 
needed was more firmness and peremptoriness on the part of those in 
power. 

Cognizance of the issue involved was first reached with regard to 
a special problem. Various governments long practiced currency de¬ 
basement. They substituted baser and cheaper metals for a part of the 
gold or silver which the coins previously contained, or they reduced 
the weight and the size of the coins. Bur they retained for the debased 
coins the customary names of the old ones and decreed that they 
should he given and received at the nominal par. Then later the 
governments tried to enjoin on their subjects analogous constraint with 
regard to the exchange ratio between gold and silver and that between 
metallic money and credit money or fiat money. In searching for the 
causes w Inch made all such decrees abortive, the forerunners of 
economic thought had already discovered by the last centuries of the 
Middle Ages the regularity which was later called Greshams Law. 
1 here was still a long wav to go from this isolated insight to the point 
where the philosophers of the eighteenth century became aware of 
the interconnectedness of all market phenomena. 

In ilescribing the results of their reasoning the classical economists 
and their successors sometimes resorted to idiomatic expressions which 
could easily be misinterpreted by those w ho wanted to misinterpret 
(hem. I hey occasionally spoke of the “impossibility** of price control. 
W hat they rcall\ meant w as not that such decrees arc impossible, but 
(hat they cannot attain those ends w hich the governments arc trying 
to attain and that they make things w orse, not better. They concluded 
that such decrees are contrary to purpose and inexpedient. 

It is necessary to see clearly that the problem of price control is 
not merely one of the problems to be dealt with bv economics, not 
a problem with regard to w hich there can arise disagreement among 
various economists. The issue involved is rather: Is there any such 
thing as economics? Is there any regularity in the sequence and inter¬ 
connectedness of the market phenomena? I Ic w ho answ ers these tw o 
cjucstions in the negative denies the very possibility, rationality, and 
existence of economics as a branch of know ledge. He returns to the 
beliefs held in the ages which preceded the evolution of economics. 
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He declares to be untrue the assertion that there is any economic law' 
and that prices, wage rates, and interest rates arc uniquely determined 
by the data of the market. He contends that the police have the power 
to determine these market phenomena ad libitum. An advocate of 
socialism need not necessarily negate economics; his postulates do not 
necessarily imply the indetcrminatencss of the market phenomena. 
But the interventionist, in advocating price control, cannot help nul¬ 
lifying the very existence of economics. Nothing is left of economics 
if one denies the law of the market. 

The German Historical School was consistent in its radical con¬ 
demnation of economics and in its endeavors to substitute wirtschaft- 
liche Staatswissenschaftcn (the economic aspects of political science) 
for economics. So were many adepts of British Fabianism and Ameri¬ 
can Institutionalism. But those authors who do not totally reject 
economics and yet assert that price control can attain the ends sought 
lamentably contradict themselves. It is logically impossible to recon¬ 
cile the point of view of the economist and that of the interventionist. 
If prices arc uniquely determined by the market data, they cannot 
be freely manipulated by government compulsion. 1 he government s 
decree is just a new datum, and its effects arc determined by the opera¬ 
tion of the market. It need not necessarily produce those results w hit h 
the government wants to realize in resorting to it. It may happen that 
the final outcome of the interference is, from the point of view of 
the government’s intention, even more undesirable than the previous 
state of affairs which the government wanted to alter. 

One docs not invalidate these propositions by putting the term 
economic law in quotation marks and by finding fault w ith the notion 
of the law. In speaking of the laws of nature we have in mind the 
fact that there prevails an inexorable interconnectedness of .physical 
and biological phenomena and that acting man must submit to this 
regularity if he wants to succeed. In speaking of the laws of human 
action we refer to the fact that such an inexorable interconnectedness 
of phenomena is present also in the field of human action as such and 
that acting man must recognize this regularity too if he wants to suc¬ 
ceed. The reality of the laws of praxcology is revealed to man by the 
same signs that reveal the reality of natural law, namely, the fact that 
his power to attain his ends is restricted and conditioned. In the absence 
of laws man would cither be omnipotent and would never feel any 
uneasiness which he could not remove instantly and totally, or he 
could not act at all. 

These laws of the universe must not be confused with the man-made 
laws of the country and with man-made moral precepts. 1 he laws of 
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rhc universe about which physics, biology, and praxeology provide 
knowledge are independent of the human will, they are primary onto¬ 
logical facts rigidly restricting man’s power to act. The moral pre¬ 
cepts and the laws of the country arc means bv which men seek to 
attain certain ends. Whether or not these ends can really be attained 
this way depends on the laws of the universe. The man-made laws are 
suitable if they arc fit to attain these ends and contrary to purpose 
if thev arc not. They arc open to examination from the point of view 
of their suitableness Or unsuitabicness. With regard to the laws of the 
universe anv doubt of their suitableness is supererogatory and vain. 
Thev arc what thev arc and take care of themselves. Their violation 
penalizes itself. Bur rhc man-made laws need to be enforced by special 
sanctions. 

Only the insane venture to disregard physical and biological laws. 
But it is quire common to disdain economic laws. Rulers do not like 
to admit that their power is restricted by any laws other than those 
of phvsics and biology. They never ascribe their failures and frustra¬ 
tions to the violation of economic law. 

Foremost in the repudiation of economic knowledge was the Ger¬ 
man I listorical School. It was an unbearable idea to these professors 
that their lofty idols, the Hohcnzollcrn F.lcctors of Brandenburg and 
Kings of Prussia, should have lacked omnipotence. To refute the 
teachings of the economists, they buried themselves in old documents 
and compiled numerous volumes dealing with the history of the ad¬ 
ministration of these glorious princes. This, they wrote, is a realistic 
approach to the problems of state and government. Here you find 
unadulterated facts and real life, not the bloodless abstractions and 
f mlr\ generalizations of the British doctrinaires. In truth, all that these 
ponderous tomes report is a long record of policies and measures 
which failed precisely because of their neglect of economic law. No 
more instructive case history could ever be written than these Acta 
lion/ssica. 

However, economics cannot acquiesce in such exemplification. It 
must enter into a precise scrutiny of the mode in w hich the market 
reacts to government interference with the price structure. 


:. 1 he Markets Reaction to Government Interference 

The characteristic feature of the market price is that it equalizes 
supply and demand. The size of the demand coincides with the size of 
supply not only in rhc imaginary construction of the evenly rotating 
economy. The notion of rhc plain state of rest as developed by the 
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elementary theory of prices is a faithful description of what conies 
to pass in the market at every instant. Any deviation of a market price 
from the height at which supply and demand arc equal is—in the un¬ 
hampered market—self-liquidating. 

But if the government fixes prices at a height different from w hat 
the market would have fixed if left alone, this equilibrium of demand 
and supply is disturbed. Then there are—with maximum prices—po¬ 
tential buyers who cannot buy although they arc ready to pay the 
price fixed by the authority, or even a higher price. Then there are— 
with minimum prices—potential sellers w ho cannot sell although they 
arc ready to sell at the price fixed by the authority, or even at a lower 
price. The price can no longer segregate those potential buyers and 
sellers who can buy or sell from those who cannot. A different 
principle for the allocation of the goods and services concerned anil 
for the selection of those who are ro receive portions of the suppl\ 
available necessarily comes into operation. It may be that only those 
are in a position to buy who come first, or only those to whom particu¬ 
lar circumstances (such as personal connections) assign a privileged 
position, or only those ruthless fellows who chase away their ri\als 
by resorting to intimidation or violence. If the authority does not 
want chance or violence to determine the allocation of the snppU 
available and conditions to become chaotic, it must itself regulate the 
amount which each individual is permitted to buy. It must resort ro 
rationing.' 

But rationing does not affect the core of the issue. I he allocation 
of portions of the supply already produced and available to the various 
individuals eager to obtain a quantity of the goods concerned is onl\ 
a secondary function of the market. Its primary function is the direc¬ 
tion of production. It directs the employment of the factors of pro¬ 
duction into those channels in which they satisfy the most urgent 
needs of the consumers. If the government's price ceiling refers only 
to one consumers’ good or to a limited amount ol consumers goody 
while the prices of the complementary factors of production are left 
free, production of the consumers’ goods concerned w ill drop. I he 
marginal producers will discontinue producing them lest they sillier 
losses. The not absolutely specific factors of production will be cm 
ployed to a greater extent for the production of other goods n«*t 
subject to price ceilings. A greater part of the absolutely specilic 
factors of production will remain unused than would have remained 

Fo r, thc sak * of simplicity wc deal in the further disquisitions 0 < ,l,is 
only With maximum prices for commodifies and in the next sect...,. onl> w ‘ 
v ^ agC rarcs - However, our statements arc. .nutans mutandis 

o *or minimum prices for commodities and maximum wage rates. 
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in the absence of price ceilings. There 'emerges a tendency to shift 
production activities from the production of the goods affected by 
the maximum prices into the production of other goods. This out¬ 
come is, however, manifestly contrary to the intentions of the govern¬ 
ment. In resorting to price ceilings the authority wanted to make the 
commodities concerned more easily accessible to the consumers. It 
considered precisely those commodities so vital that it singled them 
out for a special measure in order to make it possible even for poor 
people to be amply supplied with them. But the result of the govern¬ 
ment’s interference is that production of these commodities drops 
or stops altogether. It is a complete failure. 

It would be vain for the government to try to remove these un¬ 
desired consequences by decreeing maximum prices likewise for the 
factors of production needed for the production of the consumers’ 
goods the prices of which it has fixed. Such a measure would be suc¬ 
cessful only if all factors of production required were absolutely 
specific. As this can never be the case, the government must add to 
its first measure, fixing the price of only one consumers’ good below 
the potential market price, more and more price ceilings, not only for 
all other consumers goods and for all material factors of production, 
but no less for labor. It must compel every entrepreneur, capitalist, 
and employee to continue producing at the prices, wage rates, and 
interest rates which the government has fixed, to produce those 
quantities which the government orders them to produce, and to sell 
the products to those people—producers or consumers—whom the 
government determines. If one branch of production were to be 
exempt from this regimentation, capital and labor would flow into it; 
production would be restricted precisely in those other—regimented 
—branches which the government considered so important that it 
interfered with the conduct of their affairs. 

Economics docs not say that isolated government interference with 
the prices of only one commodity or a few commodities is unfair, 
bad, or unfeasible. It says that such interference produces results 
contrary to its purpose, that it makes conditions worse, not better, 
fro?n the point of view of the government and those backing its inter¬ 
ference. Before the government interfered, the goods concerned were, 
m the eyes of the government, too dear. As a result of the maximum 
price their supply dwindles or disappears altogether. The government 
interfered because it considered these commodities especially vital, 
necessary, indispensable. But its action curtailed the supply available. 

It is therefore, from the point of view of the govemment/absurd and 
nonsensical. 
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If chc government is unwilling to acquiesce in this undcsircd and 
undesirable outcome and goes further and further, if it fixes the prices 
of all goods and services of all orders and obliges all people to continue 
producing and working at these prices and w age rates, it eliminates 
rhe market altogether. Then the planned economy, socialism of the 
Cicrman Z wangswirtschaft pattern, is substituted for the market 
economy. The consumers no longer direct production by their buying 
and abstention from buying; the government alone directs it. 

There arc only two exceptions to the rule that maximum prices 
restrict supply and thus bring about a state of affairs w hich is contrary 
to the aims sought bv their imposition. One refers to absolute rent, 
the other to monopoly prices. 

The maximum price results in a restriction of supply because the 
marginal producers suffer losses and must discontinue production. 
The nonspecific factors of production arc employed for the produc¬ 
tion of other products not subject to price ceilings. 1 he utilization of 
the absolutely specific factors of production shrinks. I'ndcr un¬ 
hampered market conditions they would have been utilized up to the 
limit determined by the absence of an opportunity to use the non¬ 
specific among the complementary factors for the satisfaction of more 
urgent wants. Now only a smaller part of the available supply of these 
absolutely specific factors can be utilized; concomitantly that part ol 
the supply that remains unused increases. But if the supply of these ab¬ 
solutely specific factors is so scanty that under the prices of the un¬ 
hampered market their total supply yvas utilized, a margin is given 
yvithin which the government s interference docs not curtail the 
supply of the product. The maximum price does not restrict produc¬ 
tion as long as it has not entirely absorbed the absolute rent «*t the 
marginal supplier of the absolutely specific factor. But at any rare it 
results in a discrepancy between the demand for and the supply ol 
the product. 

Thus the amount by which rhe urban rent of a piece ol land exceeds 
the agricultural rent provides a margin in which rent control can 
operate without restricting the supply of rental space. If the maximum 
rents arc graduated in such a way as never to take away from any 
proprietor so much that he prefers to use the land for agriculture 
rather than for the construction of buildings, they do not affect the 
supply of apartments and business premises. Moyvevcr, they increase 
the demand for such apartments and premises and thus create the 
very shortage that the governments pretend to fight by their rent 
ceilings. Whether or not the authorities resort to rationing the space 
available is catallacticallv of minor importance. At any rate, their 
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price ceilings do not abolish the catallactic phenomenon of the urban 
rent. They merely transfer the rent from the landlord’s income into 
the tenant’s income. 

In practice, of course, governments resorting to rent restriction 
never adjust their ceilings to these considerations. They either rigidly 
freeze gross rents as they prevailed on the eve of their interference or 
allow only a limited addition to these gross rents. As the proportion 
between the two items included in the gross rent, urban rent proper 
and price paid for the utilization of the superstructure, varies accord¬ 
ing to the special circumstances of each dwelling, the effect of the 
rent ceilings is also very different. In some cases the expropriation of 
the owner to the benefit of the renter involves only a fraction of the 
difference between the urban rent and the agricultural rent; in other 
cases it far exceeds this difference. But however this may be, the 
rent restriction creates a housing shortage. It increases demand without 
increasing supply. 

If maximum rents are decreed not only for already available rental 
space, but also for buildings still to be constructed, the construction 
of new buildings is no longer remunerative. It either stops altogether 
or slumps to a low level; the shortage is perpetuated. But even if rents 
in new buildings are left free, construction of new buildings drops. 
Prospective investors arc deterred because they take into account the 
danger that the government will at a later date declare a new emer¬ 
gency and expropriate a part of their revenues in the same way as it 
did with the old buildings. 

The second exception refers to monopoly prices. The difference 
between a monopoly price and the competitive price of the com¬ 
modity in question provides a margin in which maximum prices could 
be enforced without defeating the ends sought by the government. If 
the competitive price is p and the lowest among the possible monopoly 
prices ///, a ceiling price of c, c being lower than ?//, would make it 
disadvantageous for the seller to raise the price above p. The maximum 
price would reestablish the competitive price and increase demand, 
production, and the supply offered for sale. A dim cognizance of this 
concatenation is at the bottom of some suggestions asking for govern¬ 
ment interference in order to preserve competition and to make it 
operate as beneficially as possible. 

We may for the sake of argument pass over the fact that all such 
proposals arc unrealistic with regard to all those instances of monopoly 
prices which arc the outcome of government interference. If the 
government objects to monopoly prices for new inventions, it should 
stop granting patents. It would be absurd to grant patents and then 
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vo deprive them of any value by forcing the patentee to sell at. the 
competitive price. If (he government doer no, .pprovc of *K 
it should rather abstain from all measures (such as impor Junes) 

which provide business with the opportunity to eI ' C '‘""tZ pr ices 
Things are different in those instances in which monopol pr cc 
come into existence without assistance from the governments. Hue 
governmental maximum prices could reestablish compete c 
dons if it were possible to find out by academic ^ 

height a nonexisting competitive n.arket would 1 «'' dct ; , s 
mice That all endeavors to construct nonmarket prices arc %a.n i ^ 

he are well known to all experts. 

Reference to these two exceptions explains «h> , "'-uVnaitui- 

maximum prices, when applied with very great caution ■ •" * 

row margin, do not restrict the supply of the comm« d.t> «. the c 
concerned. It does not affect the correctness of the gc.e al rule « 

maximum prices bring about a state of a airs " ’„ n desirablc than 
of view of the government decreeing them .s ><• • 

conditions as they would have been m the absence of price 

Observations on the Causes of the Decline of Ancient Civilization 

Knowledge of the effects of government 
makes us comprehend the economic causes of a momentous 

event, the decline of ancient civilization. economic 

It may be left undecided whether or not ,t is come co c.n rt* ^ 

organization of the Roman 1 - nipire eafuta mi • ■ thc Antonincs. 

that thc Roman Umpire in thc second concurs . the fe , ivisi(in of 

the • good" emperors, had reached a high^age ^ters. a 

labor and of interregional commerce. . . fia |i to \vns were 

considerable number of middle-sized ww■ * thcsc ur ban agglomera- 

the seats of a refined civilization. The inha > from the 

tions were supplied with food and raw .»>»»a's t onl> tr,, ^ 

neighboring rural districts, but also ^Uiucof ihcii wealths residents 
these provisions flowed mto the cities a bought in cx- 

who owned landed property. But a J the city- 

change for the rural population s pure , r;ltitf between the 

dwellers* processing activities. 1 here " aN ^ roccM>il ig industries, 

various regions of the vast empire. . o . further specialization, 

but also in agriculture there was a tciuki c .... on „ m icallv self-Miflici- 

The various parts of the empire were no Umy*. 

ent. They were mutually interdependent. . 

What brought about the decline of the empire and «hc deeax 
2 . Cf. above, pp. 
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civilization was the disintegration of this economic interconnectedness, 
not the barbarian invasions. The alien aggressors merely took advantage 
of an opportunity which the internal weakness of the empire offered to 
them. From a military point of view the tribes which invaded the empire 
in the fourth and fifth centuries were not more formidable than the 
armies which the legions had easily defeated in earlier times. But the 
empire had changed. Its economic and social structure was already 
medieval. 

The freedom that Rome granted to commerce and trade had always 
been restricted. With regard to the marketing of cereals and other vital 
necessities it was even more restricted than with regard to other commodi¬ 
ties. It was deemed unfair and immoral to ask for grain, oil, and wine, the 
staples of these ages, more than the customary prices, and the municipal 
authorities were quick to check what they considered profiteering. Thus 
the evolution of an efficient wholesale trade in these commodities was pre¬ 
vented. The policy of the aimona , which was tantamount to a nationaliza¬ 
tion or municipalization of the grain trade, aimed at filling the gaps. But 
its effects were rather unsatisfactory. Grain was scarce in the urban ag¬ 
glomerations, and the agriculturists complained about the unremuncrative- 
ness of grain growing." The interference of the authorities upset the ad¬ 
justment of supply to the rising demand. 

The showdown came when in the political troubles of the third and 
fourth centuries the emperors resorted to currency debasement. W ith 
the system of maximum prices the practice of debasement completely 
paralyzed both the production and the marketing of the vital foodstuffs 
and disintegrated society's economic organization. The more eagerness the 
authorities displayed in enforcing the maximum prices, the more desperate 
became the conditions of the urban masses dependent on the purchase of 
food. Commerce in grain and other necessities vanished altogether. To 
avoid starving, people deserted the cities, settled on the countryside, and 
tried to grow grain, oil. wine, and other necessities tor themselves. On the 
other hand, the owners of the big estates restricted their excess production 
of cereals and began to produce in their farmhouses—the vilfoe —the prod¬ 
ucts of handicraft which they needed. For their big-scale farming, which 
was already seriously jeopardized because of the inefficiency of slave 
labor, lost its rationality completely when the opportunity to sell at re¬ 
munerative prices disappeared. As the owner of the estate could no longer 
sell in the cities, he could no longer patronize the urban artisans cither. 
He was forced to look for a substitute to meet his needs by employing 
handicraftsmen on his own account in his villa. He discontinued big-scale 
farming and became a landlord receiving rents from tenants or share¬ 
croppers. These coloiii were cither freed slaves or urban proletarians who 
settled in the villages and turned to tilling the soil. A tendency toward the 
establishment of autarky of each landlord's estate emerged. The economic 

Cf. Rostov t/i-ff. 77 .v Sochi anj Economic History of the Roman Empire 
i Oxford, u>:6>, p. 187. 
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} . Minimum Wage Rates 
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height at which the unhampered nnrket ^ wc „ ;1S ^dis¬ 
considered a postulate of the ctcrna . W |, ocvcr dares to chal- 

pensable from the economic point of , ,, as depraved 

lenge this ethical and economic dogma is sc. med ^ "1 who 

and ignorant. Many of our as primitive tribesmen 

arc foolhardy enough to tress P ./taboo conceptions, 

looked upon those who violated the P r< - tc well-deserved punish- 
Millions are jubilant if such scabs receive their well desert , 

4 . Corpus Juris Civilis , I. un. C. X. J7- 


7 6 4 Human Action 

mcnt from rhc hands of the strikers while the police, the public 
attorneys, and the penal courts preserve a lofty neutrality. 

T he market wage rate tends coward a height at which all those eager 
to earn wages get jobs and all those eager to employ workers can hire 
as many as they want. It tends toward the establishment of what is 
nowadays called full employment. Where there is neither govern¬ 
ment nor union interference with rhc labor market, there is only 
\ olunrarv or catallactic unemployment. But as soon as external pres¬ 
sure and compulsion, be it on the part of the government or on the 
part of the unions, tries to fix wage rates at a higher point , institutional 
unemployment emerges. While there prevails on the unhampered 
labor marker a tendency for catallactic unemployment to disappear, 
institutional unemployment cannot disappear as long as the govern¬ 
ment or the unions arc successful in the enforcement of their fiat. 
If the minimum w age rate refers only to a part of rhc various occupa¬ 
tions while other sectors of the labor market arc left free, those 
losing their jobs on its account enter the free branches of business 
and increase rhc supply of labor in them. When unionism was re¬ 
stricted to skilled labor mainly, the wage rise achieved by rhc unions 
did not lead to institutional unemployment. It merely lowered the 
height of wage rates in those branches in which there were no efficient 
unions or no unions at all. The corollary of the rise in wages for or¬ 
ganized workers was a drop in wages for unorganized w orkers. But 
with rhc spread of government interference with wages and with 
government support of unionism, conditions have changed. Institu¬ 
tional unemployment has become a chronic or permanent mass 
phenomenon. 

Writing in 1930, Lord Beveridge, now- an enthusiastic advocate of 
government and union meddling with rhc labor market, pointed out 
that the potential effect of “a high-wages policy" in causing unem¬ 
ployment is “not denied by any competent authority." • In fact, to 
deny this effect is tantamount to a complete disavowal of any regular¬ 
ity in the sequence and interconnectedness of market phenomena. 
I hose earlier economists who sympathized with the unions w ere fully 
aware of the fact that unionization can achieve its ends only when 

m 

restricted to a minority of workers. They approved of unionism as 
a device beneficial to the group interests of a privileged labor aris¬ 
tocracy. and did not concern themselves about its consequences for 
rhc rest of the wage earners.* No one has ever succeeded in the effort 

<. Cf. \V. II. Beveridge, Full Employment in a Free Society (London, 1944), 
pp. 162-371. 

ft. Cf. Hurt, The Theory of Collective Bargaining pp. 10-21. 
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to demonstrate that unionism could improve the conditions and raise 
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class. From the beginning of the modern ^ ™ 

always an antagonism between the unions and tl , j , 

cialists. The older British and American unions uere e^lus ^ 
dedicated to the enforcement of higher wage r * c > 
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the Social Democratic Party to the principles of in c 
unionism. In France. Georges Sorel aimed at imbuing ' 

,h. t spiric of ruthless 
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The problems of labor unionism have been obfuscated and uttc > 
confused by pseudo-humanitarian blather. The advocates 
wage rates, whether decreed and enforced by the 
violent union action, contend that they arc fighting Utr the 
ment of the conditions of the working masses. c > 1 1 ( 

anyone to question their dogma that minimum wage .ates a.c 

; Cf. Marx, Value, Price and Profit, cd. F. Marx Avcling (C.h.cag,,. Charles 

"h K a. the t rade Union, (Nov York. 1 

9. Cf. Marx, op. cir., pp. 126-127. 
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only appropriate means of raising wage rates permanently and for 
all those eager to earn wages. They pride themselves on being the only 
true friends of “labor,” of the “common man” of “progress,” and 
of the eternal principles of “social justice.” 

However, the problem is precisely whether there is any means for 
raising the standard of living of all those eager to work other than 
raising the marginal productivity of labor by accelerating the increase 
of capital as compared with population. The union doctrinaires are 
intent upon obscuring this primary issue. They never refer to the 
only point that matters, viz., the relation between the number of 
workers and the quantity of capital goods available. But certain 
policies of the unions involve a tacit acknowledgment of the cor¬ 
rectness of the catallactic theorems concerning the determination of 
wage rates. Unions arc anxious to cut down the supply of labor by 
anti-immigration laws and by preventing outsiders and newcomers 
from competing in the unionized sectors of the labor market. They 
arc opposed to the export of capital. These policies would be non¬ 
sensical if it were true that the per capita quota of capital available 
is of no importance for determination of wage rates. 

The essence of the union doctrine is implied in the slogan exploita¬ 
tion. According to the union variety of the exploitation doctrine, 
which differs in some points from the Marxian creed, labor is the only 
source of wealth, and expenditure of labor the only real costs. By 
rights, all proceeds from the sale of products should belong to the 
workers. The worker has a fair claim to the whole produce of labor. 
1 he wrong that the capitalistic mode of production does to the worker 
consists in the fact that it permits landowners, capitalists, and entre¬ 
preneurs to withhold a part of the workers* portion. The share which 
goes to these parasites is unearned income. It is manifestly a predatory 
revenue, a theft. The workers arc right in their endeavors to raise 
wage rates step by step to such a height that finally nothing will be 
left for the support of a class of idle and socially useless exploiters. 
In aiming at this end. they continue the battle which earlier genera¬ 
tions fought for the emancipation of slaves and serfs and for the aboli¬ 
tion of the imposts, tributes, tithes, and unpaid statute labor with 
\\ hich the peasantry was burdened for the benefit of aristocratic 
landlords. *1 he labor movement is a struggle for freedom and equality, 
and for the vindication of the inalienable rights of man. Its ultimate 
victory is beyond doubt, for it is the inevitable trend of historical 


evolution to w ipe out all class privileges and to establish firmly the 
realm of freedom and equality. The attempts of reactionary employ¬ 
ers to halt progress are doomed. 



Interference with the Structure of Prices 7^7 

Such are the tenets of present-day social doctrine. It is true that 

ares also endorse the principle that real wage rates shoo'd a w > s 
and never drop. In both world wars few voices m the L n ted M e 
disputed the claim of the unions that the wage came s ■ ^■ J 
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io. Cf. below, pp. 800-816. 
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themselves. In forcing the reluctant employers to raise wage rates, 
the unions become the pioneers of progress and prosperity. 

Many economists approve of the Ricardian proposition although 
few of them are consistent enough to endorse the inference the union 
apologists draw from it. The Ricardo effect is by and large a stock- 
in-trade of popular economics. Nonetheless, the theorem involved is 
one of the worst economic fallacies. 

The confusion starts with the misinterpretation of the statement 
that machinery is “substituted" for labor. What happens is that labor 
is rendered more efficient by the aid of machinery. The same input 
of labor leads to a greater quantity or a better quality of products. 
The employment of machinery itself does not directly result in a 
reduction of the number of hands employed in the production of 
the article A concerned. What brings about this secondary effect is 
the fact that—other things being equal—an increase in the available 
supply of A lowers the marginal utility of a unit of A as against that 
of the units of other articles and that therefore labor is w ithdrawn 
from the production of A and employed in the turning out of other 
articles. I he technological improvement in the production of A makes 
it possible to realize certain projects which could not be executed be¬ 
fore because the w orkers required w ere employed for the production 
of A for w hich consumers' demand w as more urgent. The reduction 
of the number of workers in the A industry is caused bv the increased 
demand of these other branches to w hich the opportunity to expand 
is offered. Incidentally, this insight explodes all talk about "technologi¬ 
cal unemployment.'' 

I ools and machinery are primarily not labor-saving devices, but 
means to increase output per unit of inpur. I hey appear as labor- 
saving devices if looked upon exclusively from the point of view of 
the individual branch of business concerned. Seen from the point of 
view of the consumers and the whole of society, they appear as instru¬ 
ments that raise the productivity of human effort. They increase 
supply and make it possible to consume more material goods and to 
enjoy more leisure. Which goods w ill be consumed in greater quantity 
and to what extent people w ill prefer to enjoy more leisure depends on 
people's value judgments. 

I he employment of more and better tools is feasible only to the 
extent that the capital required is available. Saving—that is, a surplus 
ot production over consumption—is the indispensable condition of 
every further step toward technological improvement. Merc techno¬ 
logical know ledge is of no use if the capital needed is lacking. Chinese 
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businessmen are familiar with American ways of production What 
prevents them from adopting the American methods is not the low - 

ness of Chinese w ages, but lack of capital. 

On the other hand, capitalist saving necessarily causes employ ment 
of additional tools and machinery. The role that plain saving, i.c the 
piling up of stocks of consumers' goods as a reserve for rainy days. 
plays in the market economy is negligible. Under capitalism saving is 
as a rule capitalist saving. The excess of production over consumption 
is invested cither directly in the saver’s ow n business or farm or in¬ 
directly in other peoples' enterprises through the instrumentality 
savings deposits, common and preferred stock, bonds, debentures, and 
mortgages! 13 To the extent to which people keep their -mump ion 
below their net income, additional capital is created and at the same 
time employed for the expansion of the capital equipment of the 
apparatus of production. As has been pointed out. this outcome o - 
not be affected by any synchronous tendency toward an me c._ 
cash holdings. 1 * On one hand, w hat is uncond.t.ona ly needed b.r the 
employment of more and better tools is additional accu.am non of 
capital On the other hand, there is no emp oymen. ava- aide for 
additional capital other than that provided by the application of more 

and better tools. . . , . - r riirn 

Ricardo’s proposition and the union doctrine derived from i t 
things upside dow n. A tendency toward higher w age rates « 
the cause but the effect, of technological improvement. I r »br-^ck % 
business is compelled to employ the ...os. efficient methods o p ¬ 
tion. What checks a businessmans endeavors to improve ‘he com ¬ 
ment of his firm is only lack of capital. If the capital ret,... red ,s not 
available, no meddling with wage rates can pioxuc it . , 

All that minimum wage rates can accomplish w ith regar. < 
employment of machinery is to shift additional investment fro , one 
branch into another. I.et us assume that in an economically backward 
country, Rumania, the stevedores’ union sticcceis in ou 
entrepreneurs to pay wage rates which are comparatively much higher 
than those paid in the rest of the country’s industries. I hen ,t . a 
result that the most profitable employment for additional capit.t 
to utilize mechanical devices in the loading and unoaung " 

But the capital thus employed is withheld from other branches of 
Rumania's business in which, in the absence of the unions policy. 


on- 


.5. As we arc dealing here wi.h .he conditions of the r^'^^cn^hormwinc' 
omy, wc may disregard the capital-consuming effect* o g«> i 
14. See above, pp. 519-520. 
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it would have been employed in a more profitable way. The effect of 
the high wages of the stevedores is not an increase, but a drop in 
Rumania's total production. 15 

Real wage rates can rise only to the extent that, other things being 
equal, capital becomes more plentiful. If the government or the 
unions succeed in enforcing w age rates which arc higher than those 
the unhampered labor market would have determined, the supply 
of labor exceeds the demand for labor. Institutional unemployment 
emerges. 

Firmlv committed to the principles of interventionism, govern¬ 
ments trv to check this undcsircd result of their interference by re¬ 
sorting to those measures which arc nowadays called full-employment 
policy: unemployment doles, arbitration of labor disputes, public- 
works by means of lavish public spending, inflation, and credit ex¬ 
pansion. All these remedies are worse than the evil they are designed 
to remove. 

Assistance granted to the unemployed docs not dispose of unem¬ 
ployment. It makes it easier for the unemployed to remain idle. The 
nearer the allowance comes to the height at which the unhampered 
market would have fixed flu* wage rate, the less incentive it offers to 
the beneficiary to look for a new job. It is a means of* making unem¬ 
ployment last rather than of making it disappear. The disastrous 
financial implications of unemployment benefits arc manifest. 

Arbitration is not an appropriate method for the settlement of 
disputes concerning the height of w age rates. If the arbitrators' aw aid 
fixes wage rates exactly at the potential marker rate or below that 
rare, if is supererogatory. Il it fixes wage rates above the potential 
market rate, the consequences are the same that any other mode of 
fixing minimum wage rates above the market height brings about, 
\i/.. institutional unemployment. It does not matter to what pretext 
the arbitrator resorts in order to justify his decision. W hat matters 
is not whether wages arc “fair" or “unfair" by some arbitrary stand¬ 
ard. but w hether they do or do not bring about an excess of supply 
of labor over demand for labor. It may seem fair to some people to 
fix wage rates .it such a height that a great part of the potential labor 
force is doomed to lasting unemployment. But nobody can assert 
that it is expedient and beneficial to society. 

If government spending is financed by taxing the citizens or bor¬ 
row ing from them, the citizens' power to spend and invest is curtailed 

i,. I lie example i*- merely hypothetical. Such a powerful union would prob¬ 
ably prohibit the employment ut mechanical devices in the loading and unload¬ 
ing of ships hi order to “create more jobs." 



Interference with the Structure o\ I’rlces 77 ' 

to the same extent as that of the public treasury expands. No additional 

'°ButTf rtTgoternment finances its spending program by inflation- 
bv an increase in the quantity of money and by credit expansion i 
causes a general cash-induced rise in the prices of all commodities and 
services If in the course of such an inflation the rise 
sufficiently lags behind the rise in the prices of commodities nst.iu- 
tional unemployment may shrink or disappear altogether. Bu. I t 
makes it shrink or disappear is precisely the fact that such an nu come 
is tantamount to a drop in real wage rates Lord Keynes consule cd 
credit expansion an efficient method for the abolition of un< p «.> 
ment; he believed that "gradual and automatic lowering of .cal • t 
as a result of rising prices" would no, be so strongly resisted b> lab . 
as any attempt to lower money wage rates.” However, the sum■ • 
such a cunning plan would require an unlikely 
and stupidity on the part of the wage earners As lo g^ 
believe that minimum wage rates benefit them, they will not let them 

selves be cheated bv such clever tricks. , r , . 

In practice all these devices of an alleged full ci.iplo) men t b 

finally lead to the establishment of socialism of the (.cm an ■ 

As the members of an arbitration com, whom the ' 

appointed and those whom the unions have appointed next » 
with regard to the fairness of a definite rate, the dec,sin,v. 

devolves upon the members appointed l>\ the go\ t i nmen . * 

to determine the height of wage rates is thus vested m the got ermno ■■ 

The more public works expand and the more the , 
undertakes in order to fill the gap left by pntait u t | 
ability to provide jobs for all." the more the real... of I' 1 ^ , 

prise shrinks. Thus we are again faced will, the akcroamc -- 

ism or socialism. There cannot be any question of a lasting H*> 
minimum wage rates. 

The Catallactic Aspects of l abor Unionism 

The only catallactic problem with regard to labor unions 
of whether or not it is possible to raise by pressure and s 
wage rates of all those eager to earn wages above the height the unha... 

pered market would have determined. .w-Uikoc 

In all countries the labor unions have actually acquired the pm -k t c 

.6. Cf. Kcyno, The Genera! Theory of 7 i vc-'e AlV.^rr'/ 1 ..'I»- 

<London, 1936). p. 264. For a critical cxamnutM.i uslmcnfs Bulletin No. «. 

Deficit Spending and Private Enterprise, 'mx 1 „f ,h c Kcvncsian 

U.S. Chamber of Commerce, pp. 28-29. About the s«.eces> 
stratagem in the ’thirties, cf. below, pp. 78A-787. 
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of violent action. The governments have abandoned in their favor the 
essential attribute of government, the exclusive power and right to resort 
to violent coercion and compulsion. Of course, the laws which make it a 
criminal offense for any citizen to resort—except in case of self-defense— 
to violent action have not been formally repealed or amended. However, 
actually labor union violence is tolerated within broad limits. The labor 
unions arc practically free to prevent by force anybody from defying their 
orders concerning wage rates and other labor conditions. They are free to 
inflict with impunity bodily evils upon strikebreakers and upon entre¬ 
preneurs and mandataries of entrepreneurs who employ strikebreakers. 
They arc free to destroy property of such employers and even to injure 
customers patronizing their shops. The authorities, with the approval of 
public opinion, condone such acts. The police do not stop such offenders, 
the state attorneys do not arraign them, and no opportunity is offered to 
the penal courts to pass judgment on their actions. In excessive cases, if 
the deeds of violence go too far, some lame and timid attempts at repres¬ 
sion and prevention arc ventured. But as a rule they fail. Their failure is 

sometimes due to bureaucratic inefficiency or to the insufficiency of the 

• • 

means at the disposal of the authorities, but more often to the unwillingness 
of the whole governmental apparatus to interfere successfully. 

Such has been the state of affairs for a long time in all nonsocialist coun¬ 
tries. The economist in establishing these facts neither blames nor accuses. 

I le merely explains what conditions have given to the unions the power to 
enforce their minimum wage rates and what the real meaning of the term 
collective bargaining is. 

As union advocates explain the term collective bargaining, it merely 
means the substitution of a union's bargaining for the individual bargaining 
of the individual workers. In the fully developed market economy bargain¬ 
ing concerning those commodities and services of which homogeneous 
items are frequently bought and sold in great quantities is not effected by 
the manner in which nonfungible commodities and services are traded. 

I hc buyer or seller of fungible consumers' goods or of fungible services 
lives a price tentatively and adjusts it later according to the response his 
offer meets from those interested until he is in a position to buy or to sell as 
much as he plans. Technically no other procedure is feasible. The de¬ 
partment store cannot haggle with its patrons. It Axes the price of an article 
and waits. If the public does not buy sufficient quantities, it lowers the 
price. A factory that needs live hundred w elders fixes a wage rate w hich, 
as it expects, will enable it to hire five hundred men. If only a minor num¬ 
ber turns up, it is forced to allow a higher rate. Every employer must raise 
the wages he offers up to the point at which no competitor lures the 
workers aw ay by overbidding. What makes the enforcement of minimum 
wage rates futile is precisely the fact that with wages raised above this 
point competitors do not turn up with a demand for labor big enough to 
absorb the whole supply. 

It the unions were really bargaining agencies, their collective bargain- 
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ing could not raise the height of wage rates above the point of the un¬ 
hampered market. As long as there still are unemployed workers available, 
there is no reason for an employer to raise his offer. Rea collective bar¬ 
gaining would not differ catallactically from individual bargaining. It 
would, like individual bargaining, give a virtual voice to those |ob-seekers 
who have not vet found the jobs they arc looking for. , 

However, what is euphemistically called collective bargaining b> union 
leaders and "pro-labor" legislation is of a quite different character. It is 
bargaining at the point of a gun. It is bargaining between an armed parts 
ready to use its weapons, and an unarmed parts under duress It is not a 
market transaction. It is a dictate forced upon the employer. And its effects 
do not differ from those of a government decree for the enforcement 1 
which the police power and the penal courts are used. It produces merit 

The treatment of the problems involved by public opinion and the a 
number of pseudo-economic w ritings is utterly misleading. I he issue 
not the right to form associations. It is whether or not any 
private citizens should be granted the privilege of resorting w ith mpumts 
To violent action. It is the same problem that relates to the activities of the 

Neither is it correct to look upon the matter from the point of s less m a 
"right to strike.” The problem is not the right to strike but the r t' 
intimidation or violcncc-to force other people to strike and ti c rthc 
right to prevent anybody from working in a shop m M a union Jus 
called a strike. When the unions invoke the right to strike m I-"' 
of such intimidation and deeds of violence, they are on no be r g - > ' 

than a religious group would be in invoking the rig it <• rttl " 
science as a justification of persecuting dissenters. . r , u . 

When in the past the laws of some countries denied to £ 

right to form unions, they were guided l>v the idea t i.it sue .... 

no objective other than to resort to violent action and ^ 

the authorities in the past sometimes directed their nrinct o c 
the employers, their mandataries, and their property n ^! ns . ' j , 
of strikers; they were not guilty of acts hostile to “labor. 1 hc> s . £> ™ 
what every government considers its main duty. hc\ tnn < | 
their exclusive right to resort to violent action. 

There is no need for economics ... enter into an examination 
problems of jurisdictional strikes and of various laws especially « f the 
American New Deal, which were admittedly loaded against ,1 cn 
ployers and which assigned a privileged position to the u-wms. -erv ^ 
only one point that matters. If a government decree or .1 >« k , 

and compulsion fix wage rates above the heigh, of the potential market 

rates, institutional unemployment results. 



XXXI. CURRENCY AND CREDIT MANIPULATION 


i. 


The Government and the Currency' 


in \ of exchange and money arc market phenomena. What 
makes a thing a medium of exchange or money is the conduct 
of parties to market transactions. An occasion for dealing with mone¬ 
tary problems appears to the authorities in the same w ay in which they 
concern themselves w ith all other objects exchanged, namely, w hen 
they arc called upon to decide whether or not the failure of one of the 
parties to an act of exchange to comply with his contractual obliga¬ 
tions justifies compulsion on the parr of the government apparatus 
of violent oppression. If both parties discharge their mutual obliga¬ 
tions instantly and synchronously, as a rule no conflicts arise which 
would induce one of the parties to apply to the judiciary. But it 
one or both parties' obligations arc temporally deferred, it may happen 
that the courts arc called to decide how the terms of the contract arc 
to be complied with. If payment of a sum of money is involved, this 
implies the task of determining what meaning is to be attached to the 
monetary terms used in the contract. 

Thus it devolves upon the laws of the country and upon the courts 
to define what the parties to the contract had in mind w hen speaking 
of a sum of money and to establish how the obligation to pay such a 
sum is to be settled in accordance w ith the terms agreed upon. The) 
have to determine what is and w hat is not legal tender. In attending 
to this task the law s and the courts do not crcntc money. \ thing be¬ 
comes monev only bv virtue of the fact that those exchanging com¬ 
modities and services commonly use it ns a medium of exchange. In 
the unhampered market economy the laws and the judges in attribut¬ 
ing legal tender quality to a certain thing merely establish w hat, ac¬ 
cording to the usages of trade, was intended by the parties when they 
referred in their deal to a definite kind of money. They interpret the 
customs of the trade in the same wav in which thev proceed when 
called to determine what is the meaning of any other terms used in 
contracts. 

Mintage has long been a prerogative of the rulers of the country. 
However, this government activity had originally no objective other 
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than the stamping and certifying of weights and measures. The author¬ 
ity’s stamp placed upon a piece of metal was supposed to ccrnfv its 
weight and fineness. When later princes resorted to substituting baser 
and cheaper metals for a part of the precious metals while retaining 
the customary face and name of the coins, they did it furtiveK and 
in full awareness of the fact that they were engaged in a fraudulent 
attempt to cheat the public. As soon as people found out these artifices, 
the debased coins were dealt with at a discount as against the old 
better ones. The governments reacted by resorting to compulsion 
and coercion. They made it illegal to discriminate m trade and in the 
settlement of deferred payments between “good money and bad 
money and decreed maximum prices in terms of "bad money. How - 
ever, the result obtained was not that which the governments aimed at. 
Their decrees failed to stop the process which adjusted commodity 
prices (in terms of the debased currency) to the actual state of the 
money relation. Moreover, the effects appeared which Greshams 


Law describes. . , 

The history of government interference with currency is, how c c . 
not merely a record of debasement practices and of abortive attempts 
to avoid their inescapable catallactic consequences. There were 
governments that did not look upon their mintage prerogatnc as a 
means of cheating that part of the public who p ace son u e-nce 
their rulers’ integrity and who, out of ignorance, were ready to atcq 
the debased coins at their face value. These governments cons.de ed 
the manufacturing of coins not as a source of surreptitious isca 
but as a public service designed to safeguard a smooth functioning o 
the market. But even these governments out of ignorance .uu *. 
tantism—often resorted to measures which w ere tantamount to i \i * 
ference with the price structure, although they were not ^hheratclx 
planned as such. As two precious metals were used sue >\ su c . ’ 
money, the authorities naively believed that it was then task to > 
the currency system by decreeing a rigid exchange latio >c 
gold and silver. The bimetallic system proved a complete faiU • 
It did not bring about bimetallism, but an alternating standard. 1 har 
metal which, compared with the instantaneous state of the fll ) ctuat > 
market exchange rate between gold and silver, was oycr\aucc 
the legally fixed ratio, predominated in domestic circii ation, w c 
the other metal disappeared. Finally the governments a >aiu once \ ' cl1 
vain attempts and acquiesced to monometallism. 1 he picscn si e 
purchase policy of the American Government is not serious y a 1 cx Kc 
of monetary policy. It is merely a device for raising t \c price o 
silver for the benefit of the owners of silver mines, their employees, 
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and the states within whose boundaries the mines are located. It is 
a hardly disguised subsidy. Its monetary significance consists ex¬ 
clusively in the fact that it is financed bv issuing additional dollar 
notes whose legal tender quality does not differ essentially from that 
of the Federal Reserve notes, although they bear the practically mean¬ 
ingless imprint “Silver Certificate." 

Vet economic history also provides instances of well-designed and 
successful monetary policies on the part of governments whose only 
intention was to equip their countries with a smoothly working cur¬ 
rency system. Laissez-faire liberalism did not abolish the traditional 
government prerogative of mintage. But in the hands of the liberal 
governments the character of this state monopoly was completely 
altered. The ideas which considered it an instrument of interven¬ 
tionist policies were discarded. No longer was it used for fiscal pur¬ 
poses or for favoring some groups of the people at the expense of 
other groups. The government’s monetary activities aimed at one 
objective only: to facilitate and to simplify the use of the medium ot 
exchange which the conduct of the people had made money. A na- 
tion’s currency system, it was agreed, should be sound. The principle 
of soundness meant that the standard coins—i.c., those to which 
unlimited legal tender power was assigned by the laws—should be 
properly assayed and stamped bars of bullion coined in such a way 
as to make the detection of clipping, abrasion, and counterfeiting 
easy. To the government's stamp no function was attributed other 
than to certify the weight and the fineness of the metal contained. 
Pieces worn by usage or in any other way reduced in weight beyond 
the very narrow limits of tolerated allowance lost their legal tender 
quality; the authorities themselves withdrew such pieces from cir¬ 
culation and reminted them. For the receiver of an undefaced coin 
there was no need to resort to the scales and to the melting pot in 
order to know its weight and content. On the other hand, individuals 
were entitled to bring bullion to the mint and to have it transformed 
into standard coins either free of charge or against payment of a 
seigniorage generally not surpassing the actual expenses of the proc¬ 
ess. Thus the various national currencies became genuine gold cur¬ 
rencies. Stability in the exchange ratio between the domestic legal 
tender and that of all ocher countries which had adopted the same 
principles of sound money was thus brought about. The international 
gold standard came into being without intergovernmental treaties 
and institutions. 

In many countries the emergence of the gold standard was effected 
by the operation of Gresham's Law. The role that government pol- 
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icies played in the process in Great Britain consisted merely in rati¬ 
fying the results brought about by the operation of Greshams Law ; 
it transformed a dc facto state of affairs into a legal state. In other 
countries the governments deliberately abandoned bimetallism just 
at the moment when the change in the market ratio between gold 
and silver would have brought about a substitution of a dc facto silver 
currency for the then prevailing de facto gold currency. W ith all 
these nations the formal adoption of the gold standard required no 
other contribution on the part of the administration and the legisla¬ 
ture than the enactment of laws. 

It was different in those countries which wanted to substitute the 
gold standard for a—dc facto or de jure—silver or paper currency. 
When the German Reich in the seventies of the nineteenth century 
wanted to adopt the gold standard, the nation's currency was silver 
It could not realize its plan by simply imitating the procedure of 
those countries in which the enactment of the gold standard w as 
merely a ratification of the actual state of affairs. It had to exchange 
the silver standard coins in the hands of the public against gold coins. 
This was a time-absorbing and complicated financial operation in¬ 
volving vast government purchases of gold and sales of silver. Con¬ 
ditions were similar in those countries which aimed at the substitution 

of gold for credit monev or fiat money. 

It is important to realize these facts because they illustrate the dif¬ 
ference between conditions as they prevailed in the libera age am 
those prevailing today in the age of interventionism. 

2. The Interventionist Aspect of Legal l ender Legislation 

The simplest and oldest variety of monetary interventionism is 
debasement of coins or diminution of their weight or si/c or t \c 
sake of debt abatement. The authority assigns to the cheaper cur¬ 
rency full legal tender power. All deferred payments can be legally 
discharged by payment of the amount due in the meaner coins ac¬ 
cording to their face value. Debtors arc favored at the expense o 
creditors. But at the same time future credit transactions are made 
more onerous for debtors. A tendency for gross market rates o 
interest to rise ensues as the parties take into account the chances or 
a repetition of such measures of debt abatement. Whi c debt abate¬ 
ment improves the conditions of those who were already uu e >tec a 
the moment, it impairs the position of those eager or obligee to con 
tract new debts. , 

The antitype of debt abatement—debt aggravation through mone¬ 
tary measures—has also been practiced, though rarely. However, it 
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has never deliberately been planned as a device to favor the creditors 
at the expense of the debtors. Whenever it came to pass, it was the 
unintentional effect of monetary changes considered as peremptory 
from other points of view. In resorting to such monetary changes 
governments put up w ith their effects upon deferred payments either 
because they considered the measures unavoidable or because they 
assumed that creditors and debtors, in determining the terms of the 
contract, had already foreseen these changes and duly taken them 
into account. T he best examples are provided by British events after 
the Napoleonic wars and again after the first World War. In both 
instances Great Britain some time after the end of hostilities returned, 
by means of a deflationary policy, to the prewar gold parity of the 
pound sterling. The idea of engineering the substitution of the gold 
standard for the war-time credit-money standard by acquiescing in 
the change in the market exchange ratio between the pound and gold, 
w Inch had already taken place, and of adopting this ratio as the new 
legal parity, was rejected. This second alternative was scorned as a 
kind of national bankruptcy, as a partial repudiation of the public 
debt, and as a malicious infringement upon the rights of all those 
\\ hose claims had originated in the period preceding the suspension 
of the unconditional convertibility of the banknotes of the Bank 
of I'ngland. People labored under the delusion that the evils caused 
l>v inflation could be cured bv a subsequent deflation. Vet the return 
to the prewar gold parity could not indemnify the creditors for the 
damage thev had suffered as far as the debtors had repaid their old 
debts during the period of monev depreciation. Moreover, it was a 
boon to all those who had lent during this period and a blow to all 
those w ho had borrowed. But the statesmen w ho were responsible 
lor the deflationary policy were not aware of the import of their 
action. I hey tailed to sec consequences which were, even in their 
eyes, undesirable, and if they had recognized them in time, they 
would not have known how to avoid them. Their conduct of affairs 
really favored the creditors at the expense of the debtors, especially 
the holders of the government bonds at the expense of the taxpayers. 
In the twenties of the nineteenth century it aggravated seriously 
the distress of British agriculture and a hundred years later the plight 
of British export trade. Nonetheless, it would be a mistake to call 
these two British monetary reforms the consummation of an inter¬ 
ventionism intentionally aiming at debt aggravation. Debt aggrava¬ 
tion w as merely an attending phenomenon of a policy aiming at 
other ends. 

Whenever debt abatement is resorted to. its authors protest that 
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the measure will never be repeated. 1 hey emphasize that extraordi¬ 
nary conditions which will never again present themselves have 
created an emergency which makes indispensable recourse to noxious 
devices, absolutely reprehensible under any other circumstances. 
Once and never again, they declare. It is easy to conceive why the 
authors and supporters of debt abatement are compelled to make 
such promises. If total or partial nullification of the creditors claims 
becomes a regular policy, lending of money will stop altogether. 
The stipulation of deferred payments depends on the expectation that 

no such nullification will be decreed. 

It is therefore not permissible to look upon debt abatement as a 
device of a system of economic policies which could be considered 
as an alternative to any other system of society's permanent economic- 
organization. It is by no means a tool of constructive action. It is a 
bomb that destroys and can do nothing but destroy. 11 it is app kj 
only once, a reconstruction of the shattered credit system is still 
possible. But if the blows arc repeated, total destruction results. 

It is not correct to look upon inflation and deflation exclusively 
from the point of view of their effects upon deferred pay inents. t vis 
been shown that cash-induced changes in purchasing power do nor 
affect the prices of the various commodities and services at t k '-'iiic 
time and to the same extent, and w hat role this unevenness plays in 
the market. 1 But if one regards inflation and deflation as means 
of rearranging the relations between creditors and debtois. one can¬ 
not fail to realize that the ends sought by the government resorting 
to them arc attained only in a very imperfect degree and that, be¬ 
sides, consequences appear which, from the governments point o 
view, are highly unsatisfactory. As is the case with esciv " r Kl 
variety of government interference with the price structure, t >e re¬ 
sults obtained not only arc contrary to the intentions of the govern¬ 
ment but produce a state of affairs which, in the opinion of the gov¬ 
ernment, is more undesirable than conditions on the unhampered 
market. . 

As far as a government resorts to inflation in order to favor the 
debtors at the expense of the creditors, it succeeds only with regard 
to those deferred payments which were stipulated before. Inflation 
docs not make it cheaper to contract new loans; it makes it, on t k* 
contrary, more expensive by the appearance of a positive price 
premium. If inflation is pushed to its ultimate consequences, it makes 
any stipulation of deferred payments in terms of the inflated cur- 
rency cease altogether. 

'• See above, pp. 408-410. 
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3. The Evolution of Modern Methods of Currency 

Manipulation 

A metallic currency is not subject to government manipulation. 
Of course, the government has the power to enact legal tender laws. 
But then the operation of Gresham’s Law brings about results which 
may frustrate the aims sought by the government. Seen from this 
point of view, a metallic standard appears as an obstacle to all at¬ 
tempts to interfere with the market phenomena by monetary policies. 

In examining the evolution which gave governments the power 
to manipulate their national currency systems, we must begin by 
mentioning one of the most serious shortcomings of the classical 
economists. Both Adam Smith and David Ricardo looked upon the 
costs involved in the preservation of a metallic currency as a waste. 
As they saw it, the substitution of paper money for metallic money 
would make it possible to employ capital and labor, required for the 
production of the quantity of gold and silver needed for monetary 
purposes, for the production of goods which could directly satisfy 
human wants. Starting from this assumption, Ricardo elaborated his 
famous Proposals for an Economical and Secure Currency , first pub¬ 
lished in 1816. Ricardo’s plan fell into oblivion. It was not until many 
decades after his death that several countries adopted its basic prin¬ 
ciples under the label gold exchange standard in order to reduce the 
alleged waste involved in the operation of the gold standard now¬ 
adays decried as “classical” or “orthodox.” 

Under the classical gold standard a part of the cash holdings of 
individuals consists in gold coins. Under the gold exchange standard 
the cash holdings of individuals consist entirely in money-substitutes. 
These money-substitutes arc redeemable at the legal par in gold or 
foreign exchange of countries under the gold standard or the gold 
exchange standard. But the arrangement of monetary and banking 
institutions aims at preventing the public from withdrawing gold 
from the Central Bank for domestic cash holdings. The first objective 
of redemption is to secure the stability of foreign exchange rates. 

In dealing with the problems of the gold exchange standard all 
economists—including the author of this book—failed to realize the 
fact that it places in the hands of governments the power to manipu¬ 
late their nations’ currency easily. Economists blithely assumed that 
no government of a civilized nation would use the gold exchange 
standard intentionally as an instrument of inflationary policy. Of 
course, one must not exaggerate the role that the gold exchange 
standard played in the inflationary ventures of the last decades. The 
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main factor was the probationary ideology. I he gold exchange 
standard was merely a convenient vehicle for the realization of the 
inflationary plans. Its absence did not hinder the adoption of infla¬ 
tionary measures. The United States was in 1933 by and large still 
under the classical gold standard. This fact did not stop the New 
Deal’s inflationism. The United States at one stroke—by confiscating 
its citizens’ gold holdings—abolished the classical gold standard and 
devalued the dollar against gold. 

The new variety of the gold exchange standard as it developed in 
the years between the first and the second World \\ ars may be 
called the flexible gold exchange standard or, for the sake of sim¬ 
plicity, the flexible standard. Under this system the Central Bank or 
the Foreign Exchange Equalization Account (or whatever the name 
of the equivalent governmental institution may be) freely exchanges 
the money-substitutes which arc the country’s national legal tender 
cither against gold or against foreign exchange, and vice versa. 1 he 
ratio at which these exchange deals arc transacted is not invariably 
fixed, but subject to changes. The parity is flexible, as people sa\. 
This flexibility, however, is practically always a downward flexi¬ 
bility. The authorities used their power to lower the equivalence of 
the national currency in terms of gold and of those foreign currencies 
whose equivalence against gold did nor drop; they never ventured to 
raise it. If the parity against another nation’s currency was raised, the 
change was only the consummation of a drop that had occurred in 
that other currency’s equivalence (in terms of gold or of other na¬ 
tions’ currencies which had remained unchanged). Its aim was to 
bring the appraisal of this definite foreign currency into agreement 
with the appraisal of gold and the currencies of other foreign nations. 

If the downward jump of the parity is very conspicuous, it is called 
a devaluation. If the alteration of the parity is not so great, editors of 
financial reports describe it as a weakening in the international ap¬ 
praisal of the currency concerned. 2 In both cases it is usual to refer 
to the event by declaring that the country concerned has raised the 
price of gold. 

The characterization of the flexible standard from the cata I lactic 
point of view must not be confused with its description from the 
<cgal point of view. The catallactic aspects of the issue are not affected 
by the constitutional problems involved. It is immaterial w hether the 
power to alter the parity is vested in the legislative or in the adminis¬ 
trative branch of the government. Ir is immaterial whether the au¬ 
thorization given to the administration is unlimited or, as w as the case 

*• See above, p. 458. 


Hawaii Action 


782 

in the United States under New Deal legislation, limited by a terminal 
point beyond which the officers are not free to devalue further. What 
counts alone for the economic treatment of the matter is that the 
principle of flexible parities has been substituted for the principle of 
the rigid parity. Whatever the constitutional state of affairs may be, 
no government could embark upon “raising the price of gold” if 
public opinion were opposed to such a manipulation. If, on the other 
hand, public opinion favors such a step, no legal technicalities could 
check it altogether or even delay it for a short time. What happened 
in (ircat Britain in 19; 1. in the United States in 1933, and in France 
and Switzerland in 1936 clearly shows that the apparatus of repre¬ 
sentative government is able to work with the utmost speed if public 
opinion endorses the so-called experts' opinion concerning the ex¬ 
pediency and necessity of a currency's devaluation. 

One of the main objectives of currency devaluation—whether 
large-scale or small-scale—is. as will be shown in the next section, to 
rearrange foreign trade conditions. These effects upon foreign trade 
make it impossible for a small nation to take its own course in cur¬ 
rency manipulation irrespective of what those countries arc doing 
with whom its trade relations arc closest. Such nations are forced to 
follow in the wake of a foreign country's monetary policies. As far as 
monetary policy is concerned they voluntarily become satellites of 
a foreign power. B\ keeping their own country's currency rigidly 
at par against the currency of a monetary “suzerain-country,” they 
follow all the alterations which the “suzerain" brings about in its 
ow n currency \ paritx against gold and the other nation's currencies. 

I hc\ join a monetary bloc and integrate their country into a mone- 
tar\ area. I he most talked about bloc or area is the sterling bloc or 
area. 

I he flexible standard must not be confused with conditions in those 
countries in w hich the government has merely proclaimed an official 
parity of its domestic currency against gold and foreign exchange 
without making this parity effective. The characteristic feature of 
the flexible standard is that any amount of domestic money-substi¬ 
tutes can in fact be freely exchanged at the parity chosen against 
gold or foreign exchange, and vice versa. At this parity the Central 
Bank (or whatever the name of the government agency entrusted 
with the task may be) freely buys and sells any amount of domestic 
currency and of foreign currency of at least one of those countries 
which themselves are either under the gold standard or under the 
flexible standard. The domestic banknotes arc really redeemable. 

In the absence of this essential feature of the flexible standard, de- 
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crees proclaiming a definite parity have a quite different meaning and 
bring about quite different effects. 8 

4. The Objectives of Currency Devaluation 

The flexible standard is an instrument for the engineering of in¬ 
flation. The only reason for its acceptance was to make reiterated in¬ 
flationary moves technically as simple as possible for the authorities. 

In the boom period that ended in 1929 labor unions had succeeded 
in almost all countries in enforcing wage rates higher than those 
which the market, if manipulated only by migration barriers, would 
have determined. These wage rates already produced in many coun¬ 
tries institutional unemployment of a considerable amount while 
credit expansion was still going on at an accelerated pace. W hen finally 
the inescapable depression came and commodity prices began to drop, 
the labor unions, firmly supported bv the governments, even by those 
disparaged as anti-labor, clung stubbornly to their high-wages policy. 
They cither flatly denied permission for any cut in nominal wage rates 
or conceded only insufficient cuts. *1 he result was a tremendous in¬ 
crease in institutional unemployment. (On the other hand, those 
W'orkcrs who retained their jobs improved their standard of living 
as their hourly real wages went up.) 1 he burden of unemployment 
doles became unbearable. The millions of unemployed w ere 1 serious 
menace to domestic peace. The industrial countries were haunted by 
the specter of revolution. But union leaders were intractable, and no 
statesman had the courage to challenge them openly. 

In this plight the frightened rulers bethought themselves of a 
makeshift long since recommended by inflationist doctrinaires. As 
unions objected to an adjustment of wages to the state of the money 
relation and commodity prices, they chose to adjust the money rela¬ 
tion and commodity prices to the height of wage rates. As they saw 
it, it was not wage rates that were too high; their own nation s mone¬ 
tary unit was overvalued in terms of gold and foreign exchange and 
had to be readjusted. Devaluation was the panacea. 

The objectives of devaluation were: 

*• To preserve the height of nominal wage rates or even to create 
the conditions required for their further increase, while real wage 
rates should rather sink. 

2 * To make commodity prices, especially the prices of farm prod¬ 
ucts, rise in terms of domestic money or. at least, to check their fur¬ 
ther drop. 

3- See below, section 6 of this chapter. 
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To favor rhe debtors at the expense of the creditors. 

4. To encourage exports and to reduce imports. 

5. To attract more foreign tourists and to make it more expensive 
(in terms of domestic money) for the country’s own citizens to visit 
foreign countries. 

However, neither the governments nor the literary champions of 

their policy were frank enough to admit openly that one of the main 

purposes of devaluation was a reduction in the height of real wage 

rates. They preferred for the most part to describe the objective of 

devaluation as the removal of an alleged “fundamental disequilibrium" 

between the domestic and the international “level” of prices. They 

spoke of the necessity of lowering domestic costs of production. But 

they were anxious not to mention that one of the two cost items they 
« » 

expected to lower by devaluation was real wage rates, the other being 
interest stipulated on long-term business debts and the principal of 
such debts. 

It is impossible to take seriously the arguments advanced in favor 

of devaluation. They were utterly confused and contradictory. For 

• • • 

devaluation was not a policy that originated from a cool weighing of 
the pros and cons. It was a capitulation of governments to union 
leaders who did not want to lose face by admitting that their wage 
policy had failed and had produced institutional unemployment on 
an unprecedented scale. It was a desperate makeshift of weak and 
inept statesmen who were motivated by their wish to prolong their 
tenure of office. In justifying their policy, these demagogues did not 
bother about contradictions. They promised the processing industries 
and the farmers that devaluation would make prices rise. But at the 
same time they promised the consumers that rigid price control 
w ould prevent any increase in the cost of living. 

After all. the governments could still excuse their conduct by re¬ 
ferring to the fact that under the given state of public opinion, en¬ 
tirely under the sway of the doctrinal fallacies of labor unionism, no 
other policy could be resorted to. No such excuse can be advanced 
for those authors who hailed the flexibility of foreign exchange rates 
as the perfect and most desirable monetary system. While govern¬ 
ments w ere still anxious to emphasize that devaluation was an emer¬ 
gency measure not to be repeated again, these authors proclaimed the 
flexible standard as the most appropriate monetary system and were 
eager to demonstrate the alleged evils inherent in stability of foreign 
exchange rates. In their blind zeal to please the governments and the 
powerful pressure groups of unionized labor and farming, they over- 



Currency and Credit Manipulation 785 


stated tremendously the case of flexible parities. But the draw backs of 
standard flexibility became manifest very soon. The enthusiasm for 
devaluation vanished quickly. In the years of the second \V orld \\ ar, 
hardly more than a decade after the day when Great Britain had set 
the pattern for the flexible standard, even Lord Keynes and his adepts 
discovered that stability of foreign exchange rates has its merits. One 
of the avowed objectives of the International Monetary Fund is to 
stabilize foreign exchange rates. 

If one looks at devaluation not with the eyes of an apologist of gov¬ 
ernment and union policies, but with the eyes of an economist, one- 
must first of all stress the point that all its alleged blessings are tem¬ 
porary only. Moreover, they depend on the condition that only 
one country devalues while the other countries abstain from de¬ 
valuing their own currencies. If the other countries devalue in the 
same proportion, no changes in foreign trade appear. If they devalue 
to a greater extent, all these transitory blessings, whatever they nn\ 
be, favor them exclusively. A general acceptance of the principles of 
the flexible standard must therefore result in a mutual overbidding be¬ 
tween the nations. At the end of this race is the complete destruction 


of all nations’ monetary systems. 

The much talked about advantages which devaluation sccuies in 
foreign trade and tourism, arc entirely due to the fact that the ad¬ 
justment of domestic prices and wage rates to the state of affairs 
created by devaluation requires some time. As long as this adjustment 
process is not yet completed, exporting is encouraged and importing 
is discouraged. However, this merely means that in this interval t te 
citizens of the devaluating country are getting less for what they a re¬ 
selling abroad and paying more for what they are buying abroad; con¬ 
comitantly they must restrict their consumption. 1 his effect may 
appear as a boon in the opinion of those for w horn the balance oi 
trade is the yardstick of a nation's welfare. In plain language it is to 
be described in this way: The British citizen must export more 
British goods in order to buy that quantity of tea which he receivci 
before the devaluation for a smaller quantity of exported British 
goods. 

The devaluation, say its champions, reduces the burden o i e »ts. 
This is certainly true. It favors debtors at the expense of creditors. 
In the eyes of those who still have not learned that under modem 
conditions the creditors must not be identified with the rich nor 
the debtors with the poor, this is beneficial. 1 he actual effect ls 1 ur 
the indebted owners of real estate and farm land and the shareholders 
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of indebted corporations are helped to the disadvantage of the enor¬ 
mous majority whose savings arc invested in bonds, debentures, 
savings-bank deposits, and insurance policies. 

There are also foreign loans to be considered. When Great Britain, 
the United States, France, Switzerland, and some other European 
creditor countries devalued their currencies, they made a gift to 
their foreign debtors. 

One of the main arguments advanced in favor of the flexible stand¬ 
ard is that it lowers the rate of interest on the domestic monev market. 
Under the classical gold standard and the rigid gold exchange stand¬ 
ard, it is said, a country must adjust the domestic rate of interest to 
conditions on the international money market. Under the flexible 
standard it is free to follow in the determination of interest rates a 
policy exclusively guided by considerations of its own domestic wel¬ 
fare. 

1 he argument is obviously untenable with regard to those coun¬ 
tries in which the total amount of debts to foreign countries exceeds 
the total amount of loans granted to foreign countries. When in the 
course of the nineteenth century some of these debtor nations adopted 
a sound money policy, their firms and citizens could contract foreign 
debts in terms of their national currency. This opportunity disap¬ 
peared altogether with the change in these countries' monetary 
policies. No American banker would contract a loan in Italian lire or 
try to float an ismic of lire bonds. As far as foreign credits arc con¬ 
cerned, no change in a debtor country's domestic currency conditions 
can be of anv a\ ail. As far as domestic credits arc concerned, devalua- 
tion abates only the already previously contracted debts. It enhances 
the gross market rate of interest of new debts as it makes a positive 
price premium appear. 

I his is valid also w ith regard to interest rate conditions in the 
creditor nations. There is no need to add anything to the demonstra- 
i itm that interest is not a monetary phenomenon and cannot in the 
Ting run be affected by monetary measures. 

It is true that the devaluations which were resorted to by various 
governments between 1931 and 1938 made real wage rates drop in 
some countries and thus reduced the amount of institutional unem¬ 
ploy menr. 'The historian in dealing with these devaluations may 
therefore say that they were a success as they prevented a revolution¬ 
ary upheaval of the daily increasing masses of unemployed and as, 
tinder the prevailing ideological conditions, no other means could be 
resorted to in this critical situation. But the historian will no less have to 
add that the remedy did not affect the root causes of institutional 
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unemployment, the faulty tenets of labor unionism. Devaluation was 
a cunning device to elude the sway of the union doctrine. It worked 
because it did not impair the prestige of unionism. But precisely be¬ 
cause it left the popularity of unionism untouched, it could work 
only for a short time. Union leaders learned to distinguish between 
nominal wage rates and real wage rates. Today their policy aims 
at raising real wage rates. They can no longer be cheated by a drop 
in the monetary unit’s purchasing power. Devaluation has worn out 
its usefulness as a device for reducing institutional unemployment. 

Cognizance of these facts provides a key for a correct appraisal of 
the role which Lord Keynes’s doctrines played in the years between 
the first and second World Wars. Keynes did not add any new idea 
to the body of inflationist fallacies, a thousand times refuted by 
economists. His teachings were even more contradictory and in¬ 
consistent than those of his predecessors who, like Silvio Gcscll, were 
dismissed as monetary cranks. He merely knew how to cloak the plea 
for inflation and credit expansion in the sophisticated terminology 
of mathematical economics. I he interventionist writers were at a loss 
to advance plausible arguments in favor of the policy of reckless 
spending; they simply could not find a case against the economic 
theorem concerning institutional unemployment. In this juncture 
they greeted the “Keynesian Revolution” with the verses of \\ ords- 
worth: “Bliss was it in that dawn to be alive, but to be young was 
very heaven.” * It was, however, a short-run heaven only. W c may 
admit that for the British and American governments in the thirties 
no way was left other than that of currency devaluation, inflation and 
credit expansion, unbalanced budgets, and deficit spending. Govern¬ 
ments cannot free themselves from the pressure of public opinion. 
They cannot rebel against the preponderance of generally accepted 
ideologies, however fallacious. But this docs not excuse the office¬ 
holders who could resign rather than carry out policies disastrous 
for the country. Still less docs it excuse authors who tried to provide 
a would-be scientific justification for the crudest of all popular fal¬ 
lacies, viz., inflationism. 

5. Credit Expansion 

It has been pointed out that it would be an error to look upon credit 

expansion exclusively as a mode of government interference w irh the 

market. The fiduciary media did not come into existence as instru- 

* 

4 - Cf. P. A. Samuclson. "Lord Kcvncs and ihc General Theory." F.tonowe'ricj. 
14 <1946), 187; reprinted in The tSew Economics, cd. S. I . Harris (New \ork. 
• 947 ). p.145. 
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ments of government policies deliberately aiming at high prices and 
high nominal wage rates, at low ering the market rate of interest and 
at debt abatement. They evolved out of the regular business of bank¬ 
ing. When the bankers, whose receipts for call money deposited were 
dealt with by the public as money-substitutes, began to lend a part 
of the funds deposited with them, they had nothing else in view than 
their own business. They considered it harmless not to keep the whole 
equivalent of the receipts issued as a cash reserve in their vaults. They 
were confident that they would always be in a position to comply 
with their obligations and, without delay, redeem the notes issued 
even if they were to lend a part of the deposits. Banknotes became 
fiduciary media within the operation of the unhampered market 
economy. The begetter of credit expansion was the banker, not the 
authority. 

But today credit expansion is an exclusive prerogative of govern¬ 
ment. As far as private banks and bankers are instrumental in issuing 
fiduciary media, their role is merely ancillary and concerns only 
technicalities. The governments alone direct the course of affairs. 
They have attained full supremacy in all matters concerning the 
size of circulation credit. While the size of the credit expansion that 
private banks and bankers arc able to engineer on an unhampered 
market is strictly limited, the governments aim at the greatest pos¬ 
sible amount of credit expansion. Credit expansion is the government’s 
foremost tool in their struggle against the market economy. In their 
hands it is the magic wand designed to conjure away the scarcity of 
capital goods, to lower the rate of interest or to abolish it altogether, 
to finance lavish government spending, to expropriate the capitalists, 
to contrive everlasting booms, and to make everybody prosperous. 

The inescapable consequences of credit expansion arc shown by the 
theory of the trade cycle. Even those economists who still refuse to 
acknowledge the correctness of the monetary or circulation credit 
theory of the cyclical fluctuations of business have never dared to 
question the conclusivcncss and irrefutability of what this theory 
asserts with regard to the necessary effects of credit expansion. These 
economists too must admit and do admit that the upswing is invariably 
conditioned by credit expansion, that it could not come into being 
and continue without credit expansion, and that it turns into de¬ 
pression when the further progress of credit expansion stops. Their 
explanation of the trade cycle in fact boils down to the assertion 
that what first generates the upswing is not credit expansion, but 
other factors. The credit expansion which even in their opinion is 
an indispensable requisite of the general boom, is, they say, not the 
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outcome of a policy deliberately aiming at low interest rates and at 
encouraging additional investment for which the capital goods needed 
are lacking. It is something which, without active interference on the 
part of the authorities, in a miraculous way always appears whenever 
these other factors begin their operation. 

It is obvious that these economists contradict themselves in opposing 
plans to eliminate the fluctuations of business bv abstention from 
credit expansion. The naive supporters of the inflationist view of 
history are consistent when they infer from their—of course, utterly 
fallacious and contradictory—tenets that credit expansion is the eco¬ 
nomic panacea. But those who do not deny that credit expansion is 
an indispensable condition of the boom, disagree with their own 
doctrine in fighting the proposals to curb credit expansion. Both the 
spokesmen of the governments and the powerful pressure groups and 
the champions of the dogmatic “unorthodoxy” that dominates the 
university departments of economics agree that one should try to 
avert the recurrence of depressions and that the realization of this end 
requires the prevention of booms. They cannot advance tenable argu¬ 
ments against the proposals to abstain from policies encouraging credit 
expansion. But they stubbornly refuse to listen to any such idea. I hey 
passionately disparage the plans to prevent credit expansion as c c\ kcs 
which would perpetuate depressions. This attitude clearly c emon- 
strates the correctness of the statement that the trade cycle is t ic 
product of policies intentionally aimed at lowering the rate of interest 
and engendering artificial booms. 

It is a fact that today measures aimed at lowering the rate ot in¬ 
terest are generally considered highly desirable and that crci it ex¬ 
pansion is viewed as the efficacious means for the attainment of this 
end. It is this prepossession that impels all governments to light the 
gold standard. Expansionism is the great slogan of our day. All polu ic.ii 
parties and all pressure groups arc firmly committed to an easy nionex 
policy. 6 

The objective of credit expansion is to favor the interests of some 
groups of the population at the expense of others. 1 his is, <> com sc, 

5 - If a bank docs not expand circulation credit by i s^'V r it 
media (cither in the form of banknotes or in the form of <* P 
cannot generate a boom even if it lowers the amount of interest t • h 
the rate of the unhampered market. It merely makes a gi "o c ’ 

inference to be drawn from the monetary cycle theory by "O' ' , ( 

prevent the recurrence of booms and of the subsequent depressions is « «»” 
the banks should not lower the rate of interest, bur that rhc> sho * • 

credit expansion. Professor Haberlcr (Prosperity and - 

completely failed to grasp this primary point, and thus his critical remarks 
vain. 
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the best that interventionism can attain when it does not hurt the in¬ 
terests of all groups. But while making the whole community poorer, 
it may still enrich some strata. Which groups belong to the latter class 
depends on the special data of each case. 

The idea which generated what is called qualitative credit control 
is to channel the additional credit in such a way as to concentrate the 
alleged blessings of credit expansion upon certain groups and to 
withhold them from other groups. The credits should not go to the 
stock exchange, it is argued, and should not make stock prices soar. 
They should rather benefit the “legitimate productive activity” of 
the processing industries, of mining, of “legitimate commerce,” and, 
first of all, of farming. Other advocates of qualitative credit control 
want to prevent the additional credits from being used for investment 
in fixed capital and thus immobilized. They arc to be used, instead, 
for the production of liquid goods. According to these plans the 
authorities give the banks concrete directions concerning the types 
of loans they should grant or are forbidden to grant. 

1 low ever, all such schemes arc vain. Discrimination in lending is 
no substitute for checks placed on credit expansion, the only means 
that could really prevent a rise in stock exchange quotations and an 
expansion of investment in fixed capital. The- mode in which the 
additional amount of credit finds its way into the loan market is 
only of secondary importance. What matters is that there is an inflow 
of newly created credit. If the banks grant more credits to the farm¬ 
ers, the farmers are in a position to repay loans received from other 
sources and to pay cash for their purchases. If they grant more 
credits to business as circulating capital, they free funds which were 
previously tied up for this use. In any case they create an abundance 
of disposable money for which its owners try to find the most profit¬ 
able investment. Very promptly these funds find outlets in the stock 
exchange or in fixed investment. The notion that it is possible to pursue 
a credit expansion without making stock prices rise and fixed invest¬ 
ment expand is absurd. 6 

The typical course of events under credit expansion was until a 
few years ago determined by two facts: that it was credit expansion 
under the gold standard, and that it was not the outcome of concerted 
action on the part of the various national governments and the central 
banks whose conduct these governments directed. The first of these 
facts meant that governments were not prepared to abandon the 
convertibility of their country’s banknotes according to the rigidly 
fixed parity. The second fact resulted in a lack of quantitative uni- 

6. Cf. Maclilup, 7 he Stock Market, Credit and Capital Formation, pp. 256-261. 
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fortuity in the size of credit expansion. Some countries got ahead of 
other countries and their banks were faced with the danger of a 
serious external drain upon their reserves in gold and foreign ex¬ 
change. In order to preserve their own solvency, these banks were 
forced to take recourse to drastic credit restriction. Thus they 
created the panic and inaugurated the depression on the domestic 
market. The panic very soon spread to other countries. Businessmen 
in these other countries became frightened and increased their bor¬ 
rowing in order to strengthen their liquid funds for all possible events. 
It was precisely this increased demand for new credits which im¬ 
pelled the monetary authorities of their own countries, already 
alarmed by the crisis in the first country, also to resort to contraction. 
Thus within a few davs or weeks the depression became an inter¬ 
national phenomenon. 

The policy of devaluation has to some extent altered this typical 
sequence of events. Menaced by an external drain, the monetary 
authorities do not resort to credit restriction and to raising the rate 
of interest charged bv the central banking system. 'I hey devalue. 
Yet devaluation docs not solve the problem. If the government does 
not care how far foreign exchange rates may rise, it can for some time 
continue to cling to credit expansion. But one day the crack-up boom 
will annihilate its monetary system. On the other hand, if the authority 
wants to avoid the necessity of devaluing again and again at an ac¬ 
celerated pace, it must arrange its domestic credit policy in such 
a w ay as not to outrun in credit expansion the other countries against 
which it w ants to keep its domestic currency at par. 

Many economists rake it for granted that the attempts of the 
authorities to expand credit will always bring about the same almost 
regular alternation between periods of booming trade and of sub¬ 
sequent depression. They assume that the effects of credit expansion 
w ill in the future not differ from those that have been observed since 
the end of the eighteenth century in Great Britain and since the 
middle of the nineteenth century in Western and Central I urope 
and in North America. But w e may wonder w hether conditions have 
not changed. The teachings of the monetary theory of the trade cycle 
arc today so well known even outside of the circle of economists, that 
the naive optimism which inspired the entrepreneurs in the boom 
periods of the past has given way to a certain skepticism. It may be 
f hat businessmen w ill in the future react to credit expansion in a man¬ 
ner other than they have in the past. It may be that the\ will avoid 
using for an expansion of their operations the easy money available 
because they will keep in mind the inevitable end of the boom. Some 
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signs forebode such a change. But it is too early to make a positive 
statement. 


The Chimera of Lout racy dual Policies 

An essential element of the “unorthodox" doctrines, advanced both by 
all socialists and by all interventionists, is that the recurrence of depressions 
is a phenomenon inherent in the very operation of the marker economy. 
But while the socialists contend that onlv the substitution of socialism for 

0 

capitalism can eradicate the evil, the interventionists ascribe to the govern¬ 
ment the power to correct the operation of the market economy in such a 
wav as r<> bring about what they call “economic stability." These inter¬ 
ventionists would be right if their antidepression plans were to aim at a 
radical abandonment of credit expansion policies. However, they reject 
ibis idea in advance. \\ Ivat they want is to expand credit more and more 
and to prevent depressions b\ the adoption of special "contracyclical' 
measures. 

In the context of these plans the government appears as a deity that 
stands and works outside the orbit of human affairs, that is independent 
of the actions of its subjects, and has the power to interfere w ith these 
actions from without. It has at its disposal means and funds that arc not 
provided b\ the people and can be freely used for w hatever purposes the 
rulers are prepared to employ them for. What is needed to make the 
most beneficent use of this power is merely to follow the advice given bv 
i he experts. 

I he most advertised among these suggested remedies is contracyclical 
timing of public works and expenditure on public enterprises. The idea is 
not so new as its champions would have us believe. W hen depression came, 
in the past, public opinion always asked the government to embark upon 
public works in order to create jobs and to stop the drop in prices. But the 
problem is how to finance these public works. If the government taxes the 
« iti/ens or borrows from them, it does not add anything to what the 
lse\ne*sians call the aggregate amount of spending. It restricts the private 
citizen’s power to consume or to invest to the same extent that it increases 
its own. If, however, the government resorts to the cherished inflationary 
methods of financing, it makes things worse, not better. It may thus delay 
fur a short time the outbreak of the slump. But when the unavoidable 
pavotf does come, the crisis is the heavier the longer the government has 
postponed it. 

I lie interventionist experts arc at a loss to grasp the real problems in- 
\ (lived. As they see it. the main thing is “to plan public capital expenditure 
well in advance anil to accumulate a shelf of fully worked out capital 
projects which can be put into operation at short notice." This, they say, 
“is the right policy and one which we recommend all countries should 
adopt." 7 I low ever, the problem is not to elaborate projects, but to pro- 

■*. Cl. League of Nations, I'.eimo/i/ic Stability in the Post-War WorlJ , Report 
ol the Delegation on I'ennomie Depressions, Pr. II vCJcneva. 194O, p. 175. 
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vide the material means for their execution. The interventionists believe 
that this could he easily achieved by holding back government expendi¬ 
ture in the boom and increasing it when the depression comes. 

Now, restriction of government expenditure may certainly be a good 
thing. But it docs not provide the funds a government needs for a later 
expansion of its expenditure. An individual may conduct his affairs in this 
way. He may accumulate savings when his income is high and spend them 
later when his income drops. But it is different with a nation or all nations 
together. The treasury may hoard a considerable part of the lavish rev¬ 
enue from taxes which flows into the public exchequer as a result ot 
the boom. As far and as long as it withholds these funds from circulation, 
its policy is really deflationary and contracyclical and may to this extent 
weaken the boom created by credit expansion. But when these funds are 
spent again, they alter the money relation and create a cash-induced tend¬ 
ency toward a drop in the monetary unit’s purchasing pow cr. > no means 
can these funds provide the capital goods required for the execution ot 

the shelved public works. . , . 

The fundamental error of the interventionists consists in the tact 
thev ignore the shortage of capital goods. In their eyes the expression > 
merely caused by a mysterious lack of the peoples propensity both to 
consume and to invest. While the only real problem is to produce more 
and to consume less in order to increase the stock of capita g°oi » 
able, the interventionists want to increase both consumption and invest¬ 
ment. They want the government to embark upon projects « 1 1 

unprofitable precise!) because the factors of production needed for the, 
execution must be withdrawn from other lines of employment in which 
they would fulfill wants the satisfaction of which the consumers consider 
more urgent. Thev do not reali/.c that such public works must considei- 
alily intensify the real evil, the shortage of capital goods. 

One could, of course, think of another mode for the employment of 
savings the government makes in the boom period. 1 he treasur) ui < 
invest its surplus in buying large stocks of all those materia s \\ in i 1 
later, when the depression comes, need for the execution o 1 I 
works planned and of the consumers' goods which those occupic 
public works will ask for. But if the authorities were to act in this . . 
they would considerably intensify the boom, accelerate t ic out ni. 
rhe crisis, and make its consequences more serious." 

All this talk about contracyclical government activities aims - ,c ° ,lc t ’ 
only, namely, to divert the public’s attention from cognizance •* 

8 . In dealing with the contracyclical policies the intervention's alwa> s refer 
to the alleged success of these policies in Sweden. It is true tha. 1 “^,,^" 
expenditure in Sweden was actually doubled between 19J* 1 v prosneritv 

not the cause, but an effect, of Sweden's prosperity in the th x • ' [)u . 

was entirely due to the rearmament of Germany. I his * I . , ,| K . 

German demand for Swedish products on the one hand • * w |,j c |, 

other hand, German competition on the world market for ,,,s I . 

Sweden could supply. Thus Swedish exports ...creased from «9 * W 8 
thousands of tons): iron ore from 2,219 to 'M 8 *'. P'K ,ron 3 • 47 9 • 
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cause of the cyclical fluctuations of business. All governments are firmly 
committed to the policy of low interest rates, credit expansion, and in¬ 
flation. When the unavoidable aftermath of these short-term policies 
appears, they know only of one remedy—to go on in inflationary ven¬ 
tures. 


6 . Foreign I.xchangc Control and Bilateral 
I'.xchantic Agreements 

1 1 a government fixes the parity of its domestic credit or hat money 
against jjold or foreign exchange at a higher point than the market— 
that is, if it fixes maximum prices for gold and foreign exchange be¬ 
lt >w the potential market price—the effects appear w hich Gresham's 
I aw describes. A state of affairs results which—very inadequately— 
is called a scarcity of foreign exchange. 

Ir is the characteristic mark of an economic good that the supply 
available is nor so plentiful as to make any intended utilization of it 
possible. \n object that is not in short supplx is not an economic good; 
no prices are asked for it or paid for it. As nioncv must necessarily 
be an economic good, the notion of a money that would not be scarce 
is absurd. What thoNe governments who complain about a scarcity 
of foreign exchange have in mind is. however, something different. 
Ir in the unaxoidahlc outcome of their policy of price fixing. Ir means 
that at the price arbitrarily fixed by the government demand cxcccdN 
Nupplx. If the government, having hv means of inflation reduced the 
purchasing power of the domestic monetary unit against gold, foreign 
exchange, and commodities and services, abstains from am attempt 
.»i controlling foreign exchange rates, there cannot he any question of 
a scarcitx in the sense in w Inch the government uses this term. I Ic who 
in ic.uix to pax the market price would he in a position to Inix* as much 
f oreign exchange as he x\ ants. 

Ihu the government is resolved not to tolerate any rise in foreign 
exchange rates tin terms of the inflated domestic currency). Rely¬ 
ing upon its magistrates and constables, it prohibits anv dealings in 
foreign exchange on terms different from the ordained maximum 
price. 

\n the government and its satellites see it. the rise in foreign cx- 
*. lunge rates w as caused by an unfavorable balance of pax ments and by 

Kim alloys I rum i to other kinds of iron and steel from 154--*" to 

' %A.i 40. machinery from 46.250 to The number of unemployed applying 

for relief was 114.000 in i«>;: and i6^k» in It dropped, as soon as German 
rearmament came into full swing, to 11 {.000 in 19*4- to 62.0*10 in 19?$. and was 
16.ni 10 in ig;S. I he author of this “miracle" was not Kcvncs. but Hitler. 
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the purchases of speculators. In order to remove the evil, the govern¬ 
ment resorts to measures restricting the demand for foreign exchange. 
Only those people should henceforth have the right to buy foreign 
exchange who need it for transactions of which the government ap¬ 
proves. Commodities the importation of which is superfluous in the 
opinion of the government should no longer be imported. Payment 
of interest and principal on debts due to foreigners is prohibited. Citi¬ 
zens must no longer travel abroad. The government docs not realize 
rhat such measures can never “improve the balance of payments. 
If imports drop, exports drop concomitantly. 1 he citizens who arc 
prevented from buying foreign goods, from paying hack foreign 
debts, and from traveling abroad, will not keep the amount o 
domestic money thus left to them in their cash holdings. 1 hey wil 
increase their buying cither of consumers* or of producers goods and 
thus bring about a further tendency for domestic prices to rise. Hut 
the more prices rise, the more will exports be checked. 

Now the government goes a step further. It nationalizes foreign 
exchange transactions. F.verv citizen who acquires—through ex¬ 
porting, for example—an amount of foreign exchange, is bound to 
sell it at the official rate to the office of foreign exchange control. It 
this provision, which is tantamount to an export duty, were to lie 
effectively enforced, export trade would shrink greatly or cease al¬ 
together. The government certainly docs not like this result. Hut 
neither docs it want to admit that its interference has utterly faded to 
achieve the ends sought and has produced a state of affairs which is. 
from the government’s own point of view, much worse c\cn t un r >c 
previous state of affairs. So the government resorts to a makeshift. 
It subsidizes the export trade to such an extent that the losses which 
its policy inflicts upon the exporters are compensated. 

On the other hand, the government bureau of foreign exchange 
control, stubbornly clinging to the fiction that foreign exchange rates 
have not “really" risen and that the official rate is an effective rate, 
sells foreign exchange to importers at this official rate. II this polics 
xv ere to be really followed, it would he equivalent to paying bonuses 
to the merchants concerned. They Mould reap windfall I’ 1 '" 1 "' "> 
selling the imported commodity on the domestic market. 1 bus the 
authority resorts to further makeshifts. It cither raises import duties 
or levies' special taxes on the importers or burdens their purchases of 

foreign exchange in some other way. 

Then, of course, foreign exchange control works. Hut it works only 
because it virtually acknowledges the market rate of foreign exc 
The exporter gets for his proceeds in foreign exchange the official 
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rare plus rhe subsidy, which rogether equal the market rate. The 
importer pavs for foreign exchange the official rate plus a special 
premium, tax, or duty, which together equal the market rate. T he 
only people who are too dull to grasp what is really going on and let 
themselves he fooled bv the bureaucratic terminology, arc the authors 
of books and articles on new methods of monetary management and 
on new monetary experience. 

The monopolization of buying and selling of foreign exchange by 
rhe uovernment vests the control of foreign trade in the authorities. 
It does not affect the determination of foreign exchange rates. It docs 
not matter whether or nor the government makes it illegal for the 
press to publish the real and effective rates of foreign exchange. As 
far as foreign trade is still carried on. only these real and effective rates 
are in force. 

In oriler to conceal better the true state of affairs, governments arc 
intent upon eliminating all reference to the real foreign exchange rate. 
Foreign trade, they think, should no longer be transacted by the 
intermediary of money. It should be barter. They enter into barter 
and clearing agreements with foreign governments. Fach of the two 
contracting countries should sell to the other country a quantity of 
goods and services and receive in exchange a quantity of other goods 
and services. In the text of these treaties anv reference to the real mar¬ 
ket rates of foreign exchange is carefully avoided. However, both 
parties calculate their sales and their purchases in terms of the world 
market prices expressed in gold. These clearing and barter agreements 
substitute bilateral trade between two countries for the triangular or 
multilateral trade of the liberal a«jc. But thex* in no wav affect the fact 
that a country's national currency has lost a part of its purchasing 
power against gold, foreign exchange, and commodities. 

\s a policx of foreign trade nationalization, foreign exchange 
i ontrol is a step on the wax* toward a substitution of socialism for the 
marker economy. From any other point of vicxv it is abortive. It can 
certainlx neither in the short run nor in the lone run affect the deter- 
initiation of the rate of foreign exchange. 


Remarks About the Xazi Harter Agreements 

I lie barter and clearing agreements which the Xazi Gox*crnment of the 
Reich concluded xvith various foreign countries have been misinterpreted 
by the vast literature on the subject. As these misinterpretations arc the 
basis of many current errors concerning monetary problems, it seems 
expedient to devote a few remarks to them. 



Currency and Credit Manipulation 797 

The considerations which motivated foreign governments to enter into 
such agreements with the Reich were not uniform. Neither were the 
political and economic consequences of these agreements homogeneous. 
We may deal with the problems involved by discussing first the case of 
the agreement with Switzerland and then those with the countries of the 
European southeast. 

The Swiss banks had, before Hitler seized power, lent comparatively 
enormous sums to German business. Moreover, one of Switzerland s mam 
industries, tourism, depended to a great extent on German patrons. I he 
German foreign exchange control laws gave the German authorities the 
power to prohibit all payments to Swiss banks and to prevent Germans 
from visiting the country. The clearing agreement was the only means for 
the Swiss to salvage at least a part of their German assets and to induce 
the Reich to permit a limited number of Germans to spend a holiday in 
the Swiss hotels. 

The case of the Balkan agreements is even more interesting as their 
meaning was still more distorted by misinterpretation. 

Let us look at an example. The Reich and one of the southeastern coun¬ 
tries of Europe—we may call it Balkania—concluded an agreement con- 
ccrning the mutual exchange of commodities, which could be boug u or 
sold on the world market for 20 million dollars. Balkania had to gi\c a 
world-market value of 10 million dollars in food and raw materials, Ger¬ 
many had to give a world-market value of 10 million dollars in manu¬ 
factured goods. The peculiar feature of the bargain was that these com¬ 
modities bought and sold were in the terms of the contract not valued 
according to their world-market price, but at a higher rate, let us say ... 
per cent above the prices of the world market. For the goods Germany had 
to buy. Balkania was charged 11 million instead of 10. but on the other hand 
Balkania was credited for the goods it sold with ,1 million instead of «<>• 
This overvaluation was totally, or at least to a great extent, concealed m 
the rate of exchange between the Reichsmark and the balkan, the mone¬ 
tary unit of Balkania’s currency system, which the barter agreement i\ct 
at a level different from the actual rate of exchange. 

Let us assume that the dollar was actually worth 10 Balkans on the w o 1 Id 
market. By virtue of the barter agreement, Balkania sold to < ,erm.m> 001 
and raw materials for which English businessmen offered 100 million 
Balkans, for no million, and bought manufactured goods which she could 
buy from English or American exporters for 100 million Balkans, tor « .0 

million. 

In order to understand the meaning of this strange procedure, we ta\e 

to realize that the loss and the gain from these overvaluations compensate. 

each other only for the whole nations, but not for the individual citizens. 
For socialist Germany, where under Hitler all business was nationalized, 
this made no difference at all. But in Balkania domestic production and 
domestic trade were still based on private ownership, only the foreign 
trade of Balkania was controlled by the government. There it was of great 
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consequence that those burdened by the overvaluation of the imported 
goods and those favored by the overvaluation of the exported goods were 
not the same people. The terms of the barter agreement resulted, there¬ 
fore, in a shift of income from some goups of citizens (of course, the 
black sheep of the government) to other groups of citizens (of course, the 
government’s pet children). The government of Balkania distributed the 
boon of the transaction in this way: 

1. Higher prices paid to the producers of the exported food 

and raw materials $ million 

*. Gains (legal and illegal) of the government agency entrus¬ 
ted with the execution of the barter agreement and of the 
“friends” of the government managing it 1 million 

V Gains retained by the treasury 4 million 

The losses of the transaction, on the other hand, were distributed in this 
way: 

1. 1 ligher prices of imported commodities paid by those who 

were favored by the higher prices of the exported goods 1 million 

2. \ ligher prices of imported goods paid by other citizens 5 million 

t. Higher prices of imported goods paid by the government 

(c.g., for arms, railroad equipment, etc.) 4 million 

It is obvious that the friends of the government and the peasants producing 
food and raw materials realized gains of 5 million, whereas the nonagri- 
cultural sections of the population were burdened with 5 million additional 
expenditure. Such an effect was in line with Balkania's whole economic 
policy; like many other contemporary governments, the rulers of Balkania 
made cverv effort to favor the agricultural section of the population at the 
expense of the nonagricultural section. 

The political consequences of these agreements were twofold: Bal- 
kania’s government became dependent on the Reich, but its power at home 
increased. The government now disposed of a fund which could be used 
for the benefit of its friends, who were on the payroll of the company or 
government agency entrusted with the execution of the barter agreement. 
Moreover, the government had the power to discriminate against those 
groups of the peasantry who did not support the government or who were 
members of a linguistic or religious minority. The products which had to 
he exported to Germany were purchased only from the sy7/1 pathetic 
producers. The nonsympathisers were barred from the enjoyment of the 
benefits of the treaty; they had to sell their entire crop at the lower prices 
corresponding to the world market prices. In Yugoslavia, for instance, the 
Catholic Croat peasants complained that the government purchased only 
from Serbs. It is impossible to discover whether this complaint was really 
well founded; in any case, the Croats did not blame the Nazis, they blamed 
the Yugoslavian government. 
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The barter agreements gave Germany a kind of monopoly of the trade 
with the countries of southeastern Europe which could not fail to m 
these countries politically with the Reich. From the Nazi point of ucu 
this practice meant a skillful use of the domestic econom.c antagonisms 
within these countries for the achievement of the.r own political endI • 
To the governments of the Balkan states, these barter agreements offered 
an opportunity of initiating a policy favoring the farming ete « 
expense of the nonagricultural classes. What the industrial countries of 
Western and Central Europe achieved by tariffs and other measures d - 
criminating against the products of foreign agriculture 
United States achieved by some of the agricultural measures of • 

Deal, was in Rumania. Hungary, Bulgaria, and > ugoslavia achieved > 

barter treaties with Germany. . . r,| 

Faced with the problem of this German economic offensive m the na - 
kans. Great Britain was helpless. It had to withdraw from markets vv here ,, 
could buy only at prices higher than those in other countries. Conse¬ 
quently, the governments of the Balkan countries concerned declared that 
there were no pounds available for the payment of imports fro, ■ ea 
Britain and refused to grant import licenses. Commerce between <.rca< 

Britain and these countries was severely restricted. ... 

The same was no less true with regard to all other countries o« N extern 

Europe and of America. , i 

Such was the true nature of these much talked about clearmg grev _ 

ments which were hailed bv many authors as the i »» 


monetary management. 



XXXII. CONFISCATION AND REDISTRIBUTION 


i. The Philosophy of Confiscation 

I nterventionism is guided by the idea that interfering with prop¬ 
erty rights does not affect the size of production. The most naive 
manifestation of this fallacy is presented by confiscatory intervention¬ 
ism. The yield of production activities Ls considered a given magni¬ 
tude independent of the merely accidental arrangements of society’s 
social order. The task of the government is seen as the “fair” distri¬ 
bution of this national income among the various members of soci¬ 
ety. 

I he interventionists and the socialists contend that all commodities 
arc turned out by a social process of production. When this process 
comes to an end and its fruits ripen, a second social process, that of 
distribution of the yield, follows and allots a share to each. The char¬ 
acteristic feature of the capitalist order is that the shares allotted arc 
unequal. Some people—the entrepreneurs, the capitalists, and the 
landowners—appropriate to themselves more than they should. Ac¬ 
cordingly, the portions of other people are curtailed. Government 
should by rights expropriate the surplus of the privileged and distribute 
it among the underprivileged. 

Now in the market economy this alleged dualism of two independ¬ 
ent processes, that of production and that of distribution, does not 
exist. There is only one process going on. Goods are not first pro¬ 
duced and then distributed. There is no such thing as an appropriation 
of portions out of a stock of ownerless goods. The products come 
into existence as somebody’s property. If one wants to distribute them, 
one must first confiscate them. It is certainly very easy for the govern¬ 
mental apparatus of compulsion and coercion to embark upon con¬ 
fiscation and expropriation. But this does not prove that a durable 
system of economic affairs can be built upon such confiscation and 
expropriation. 

When the \ ikings turned their backs upon a community of 
autarkic peasants whom they had plundered, the surviving victims 
began to work, to till the soil, and to build again. When the pirates 
returned after some years, they again found things to seize. But 
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capitalism cannot stand such reiterated predatory raids. Its capital ac¬ 
cumulation and investments are founded upon the expectation that no 
such expropriation will occur. If this expectation is absent, people will 
prefer to consume their capital instead of safeguarding it for the 
expropriators. This is the inherent error of all plans that aim at com¬ 
bining private ownership and reiterated expropriation. 


2. Land Reform 

The social reformers of older days aimed at the establishment c f 
a community of autarkic farmers only, l he shares of land allottc<t« 
each member were to be equal. In the imagination of these utop ans 
there is no room for division of labor and specialization in proL«* mg 
trades. It is a serious mistake to call such a social order agranan social¬ 
ism. It is merely a juxtaposition of economically self-sufficient house- 

holds. , . . tt% .. 

In the market economy the soil is a means of production like . n> 
other material factor of production. Plans aiming at a more or less 
equal distribution of the soil among the farming population ’ IC - 
the conditions of the market economy, merely p ans f'»r granting 
privileges to a group of less efficient producers at t \c expesc 
immense majority of consumers. The operation of the n.a Jet tc cK 
to eliminate all those farmers whose cost of pro uction is j? 
the marginal costs needed for the production of t ut .uno 
products the consumers arc ready to huy. It determines 
the farms as well as the methods of production applied. 1 ther gocr 
ment interferes in order to make a different arrangemcn \ o ^ |crs 

tions of farming prevail, it raises the average price <> • P . 

If under competitive conditions /// farmers, csich <> t \c i j • g 
a i ,ooo-acrc farm, produce all those farm products the consumers. arc 
ready to acquire, and the government interferes in «>ic ci to su )s 
m farmers, each of thenfoperating a *«-*■•« farm for »/. «hc |>rc 
vious number of farmers, the consumers foot the bill. 

It is vain to justify such land reforms by 
and other metaphysical ideas. I he simple truth is t u j_ 

the price of agricultural products and that they also m. P ir 
cultural production. As more manpower is neede to u • 

of farm produce, more people arCC 'jS 

and a e'enain group of people is 
favored at the expense of the majority. 
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3. Confiscatory Taxation 

Today the main instrument of confiscatory interventionism is 
taxation. It does not matter whether the objective of estate and in¬ 
come taxation is the allegedly social motive of equalizing wealth and 
income or whether the primary motive is that of revenue. What alone 
counts is the resulting effect. 

The average man looks at the problems involved with unveiled 
envy. Why should anybody be richer than he himself is? The lofty 
moralist conceals his resentment in philosophical disquisitions. He 
argues that a man who owns ten millions cannot be made happier by 
an increment of ninety millions more. Inversely, a man who owns a 
hundred millions docs not feel any impairment of happiness if his 
wealth is reduced to a bare ten millions only. The same reasoning holds 
good for excessive incomes. 

To judge in this way means to judge from an individualistic point 
of view. 1'he yardstick applied is the supposed sentiments of individ¬ 
uals. Yet the problems involved arc social problems; they must be ap¬ 
praised w ith regard to their social consequences. What matters is 
neither the happiness of any Croesus nor his personal merits or de¬ 
merits; it is society and the productivity of human effort. 

A law that prohibits any individual from accumulating more than 
ten millions or from making more than one million a year restricts 
the activities of precisely those entrepreneurs who arc most success¬ 
ful in filling the wants of consumers. If such a law had been enacted 
in the United States fifty years ago, many who arc multimillionaires 
today would live in more modest circumstances. But all those new 
branches of industry which supply the masses with articles unheard 
of before would operate, if at all, on a much smaller scale, and their 
products w ould be beyond the reach of the common man. It is mani¬ 
festly contrary to the interest of the consumers to prevent the most 
efficient entrepreneurs from expanding the sphere of their activities 
up to the limit to which the public approves of their conduct of 
business by buying their products. Here again the issue is who should 
be supreme, the consumers or the government? In the unhampered 
market the behavior of consumers, their buying or abstention from 
buying, ultimately determines each individual’s income and wealth. 
Should one vest in the government the power to overrule the con¬ 
sumers’ choices? 

The incorrigible statolatrist objects. In his opinion w hat motivates 
the activities of the great entrepreneur is not the lust for wealth, but 
the lust for power. Such a “royal merchant” would not restrict his 
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activities if he had to deliver all the surplus earned to the tax c °|' ector f 
His lust for power cannot be weakened by any consideratens < f 
mere money making. Let us, for the sake of argument accept ^h.s 

psychology But on what else is the power of 3 . bu . SI " a 

than on his wealth? How would Rockefeller and Ford h c been. m a 
position to acquire “power" if they had been prevented from acqu.r 
ing wealth? After all, those statolacrists are on comp ' e >) 
grounds who want to prohibit the accumulation of wealth P .eu el> 

because it gives a man economic power. 1 , lv ,rinn uni- 

Taxes are necessary. But the system of d-scnm.n^" I 
versally accepted under the misleading name of pr 

of income and inheritance is not a mode of taxation, t s a,be^a mode 
of disguised expropriation of the successful cap. ahs «= 

preneurs. Whatever the governments’ satellites ^ -«nce m s 
favor, it is incompatible with the preservation of the market ' 

It can at best be considered a means of bringing about ; 

Looking backward on the evolution of income? x , ““. 
beginning of the Federal income tax in < 9'3 1111 1 • 

«» h-rdly bdfcv. .h„ d.... .■»!»« -- 

of all surplus above the customs r\ Icn«- 
“'^onomics is not concerned with the 

trines advanced in favor of tax pi€> S r<.»Nioi aut hors 

on the operation of the market cconom). i c n j ( | K *ii 

and politicians look at the problems involve r<,n ^ (1r . v \ cc it< “the 
arbitrary notions of what is "socially - ( , ’ ivcm mcnt 

purpose of taxation is never to raise mo ) , b purpose 

“can raise all the money it needs by printing it. 1 he «mc | | 

of taxation is “to leave less in the hands of • ^ ^ ;lsk 

Economists approach the issue from • 1 .-until accuniu- 

first: what arc the effects of confiscatory t3N3 '""’ ” | 1K . omcs which 

lation? The greater part of that portion f - ()f aJdi . 

is taxed away would have been used f r ’ ^ f()f CN . 

fona! capital. If the treasury employ > I jta , att . ln „ularion. 

penditurc, the result is a drop in the an ^ ^ Mxcs _ , hcv force 

1 he same is valid, even to a greater cxtci , cstatc . This capital 

the heirs to sell a considerable part of **“ ownership. But the 

is, of course, not destroyed; it mcrcl\ cl . b 

. . . I rlw frriiiilioloe 


I. There is no need to emphasize againi tlut the ic problems. Sec 

[ilifiril n.l*. S« e-nrir.-lv inadcUUatC »» «I»C treatment « 


«. mere is no necu 10 onjn-p- f 

political rule is entirely inadequate in the trea i 

above, pp. 272-275. . , - 1 > r i t , c iplcs of Welfare Econom - 

2. Cf. A. B. Lcrncr, The Economics of Control, I / 


kvV k IIV* | • " • - 

ics (New York, 1944), pp- 3 ° 7 - 3 oK - 
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savings of the purchasers, which are spent for the acquisition of the 
capital sold by the heirs, would have constituted a net increment in 
capital available. Thus the accumulation of new capital is slowed 
down. The realization of technological improvement is impaired; the 
quota of capital invested per worker employed is reduced; a check is 
placed upon the rise in the productivity of labor and upon the con¬ 
comitant rise in real wage rates. It is obvious that the popular belief 
that this mode of confiscatory taxation harms only the immediate 
victims, the rich, is false. 

If capitalists arc faced with the likelihood that the income tax or 
the estate tax will rise to 100 per cent, they will prefer to consume 
their capital funds rather than to preserve them for the tax collector. 

Confiscatory taxation results in checking economic progress and 
improvement not only by its effect upon capital accumulation. It 
brings about a general trend toward stagnation and the preservation 
of business practices which could not last under the competitive con¬ 
ditions of the unhampered market economy. 

It is an inherent feature of capitalism that it is no respecter of 
vested interests and forces every capitalist and entrepreneur to adjust 
his conduct of business anew each day to the changing structure of 
the market. Capitalists and entrepreneurs are never free to relax. As 
long as they remain in business they are never granted the privilege of 
quietly enjoying the fruits of their ancestors’ and their own achieve¬ 
ments and of lapsing into a routine. If they forget that their task is 
to serve the consumers to the best of their abilities, they will very 
soon forfeit their eminent position and will be thrown back into the 
ranks of the common man. Their leadership and their funds arc con¬ 
tinually challenged by newcomers. 

r.vcry ingenious man is free to start new business projects. He may 

be poor, his funds may be modest and most of them may be borrowed. 

Bur if he fills the wants of consumers in the best and cheapest way, 

he will succeed by means of “excessive” profits. He ploughs back 

the greater part of his profits into his business, thus making it grow 

rapidly. It is the activity of such enterprising parvenus that provides 

the market economy with its “dynamism." These nouveaux riches 

• • 

are the harbingers of economic improvement. Their threatening com¬ 
petition forces the old firms and big corporations either to adjust their 
conduct to the best possible service of the public or to go out of 
business. 

But today taxes often absorb the greater part of the newcomer’s 
“excessive ' profits. I le cannot accumulate capital; he cannot expand 
his own business; he will never become big business and a match for 
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the vested interests. The old firms do not need to fear his competition; 
they are sheltered by the tax collector. They may with impunity in¬ 
dulge in routine, they may defy the wishes of the public and become 
conservative. It is true, the income tax prevents them, too, from ac¬ 
cumulating new capital. But what is more important for them is that 
it prevents the dangerous newcomer from accumulating an\ capita . 
They are virtually privileged by the tax system. In this sense progres¬ 
sive taxation checks economic progress and makes for rigidity • '' ""c 
under unhampered capitalism the ownership of capita is a ia >1 
forcing the owner to serve the consumers, modern methods of taxation 

transform it into a privilege. . • . , 

The interventionists complain that big business is getting rigid and 
bureaucratic and that it is no longer possible for competent new- 
comers to challenge the vested interests of the ok ric 1 ami ics. 
However, as far as their complaints arc justified, they comp am a <>i 
things which arc merely the result of their o\\ n policies. 

Profits arc the driving force of the market economy. 1 he grcaui 
the profits, the better the needs of the consumers arc supp ka • j 
profits can only be reaped by removing discrepancies jctwcti 
demands of the consumers and the previous state o P rm 1 L 
activities. He who serves the public best, makes the ugust pro ■ 
In fighting profits governments deliberately sabotage t ic opera i«> 
the market economy. 


Confiscatory Taxation and Risk-1 airing 

A popular fallacy considers entrepreneurial proht a reward for . 
raking. It looks upon the entrepreneur as a gambler who .nvcstm a lot 
tery after having weighed the favorable chances of winning 1 I’ ' . ./ 

the unfavorable chances of losing his stake. I his opinion i • ^ 

most clearly in the description of stock-exchange p 

gambling. From the point of view of this widespread fable, the * v I caused 
by confiscatory taxation is that it disarranges the ratio between the • o 
able and the unfavorable chances in the lottery. »c prizes a j 

while the unfavorable hazards remain unchanged. u,s c I 
entrepreneurs arc discouraged from embarking upon ris > ‘ 

Every word in this reasoning is false. The owner of cap t d 
choose between more risky, less risky, and safe inycstmci ; . 

by the very operation of the market economy, to invest m 
a way as to supply the most urgent needs of the consumer, uthe be 
possible extent. If the methods of taxation resorted to »> t »e fc 
bring about capital consumption or restrict the accu.nulanon of new 
capifal, the capital required for marginal employments » lacking a d an 
expansion of investment which would have been cf cett in 
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of these taxes is prevented. The wanes of the consumers are satisfied to a 
lesser extent only. But this outcome is not caused by a reluctance of capi¬ 
talists to take risks; it is caused by a drop in capital supply. 

There is no such thing as a safe investment. If capitalists were to behave 
in the wav the risk fable describes and were to strive after what they con¬ 
sider to be the safest investment, their conduct would render this line of 
investment unsafe and they would certainly lose their input. For the 
capitalist there is no means of evading the law of the market that makes it 
imperative for the investor to comply with the wishes of the consumers 
and to produce all that can be produced under the given state of capital 
supply, technological knowledge, and the valuations of the consumers. A 
capitalist never choscs that investment in which, according to his under¬ 
standing of the future, the danger of losing his input is smallest. l ie chooses 
that investment in which he expects to make the highest possible profit. 

Those capitalists who arc aware of their own lack of ability to judge 
correctly for themselves the trend of the market do not invest in equity 
capital, but lend their funds to the owners of such venture capital. They 
thus enter into a sort of partnership with those on whose better ability to 
appraise the conditions of the market they rely. It is customary to call 
\cnturc capital risk capital. I low ever, as has been pointed out, the success 
or failure of the investment in preferred stock, bonds, debentures, mort¬ 
gages, and other loans depends ultimatelv also on the same factors that 
determine success or failure of the venture capital invested . 3 T here is no 
such thing as independence of the vicissitudes of the market. 

If taxation were to strengthen the supply of loan capital at the expense 
of the supply of venture capital, it would make the gross market rate of 
interest drop and at the same time, by increasing the share of borrowed 
capital as against the share of equity capital in the capital structure of the 
firms and corporations, render the investment in loans more uncertain. 
The process would therefore be self-liquidating. 

I he fact that a capitalist as a rule docs not concentrate his investments, 
both in common stock and in loans, in one enterprise or one branch of 
business, but prefers to spread out his funds amont; various classes of in- 
xestment, docs not suggest that he wants to reduce his “gambling risk." 
I ?e w ants to improve his chances of earning profits. 

\obodx embarks upon any investment if he does not expect to make a 
good investment. Nobody deliberately* chooses a malinvcstment. It is onlv 
the emergence of conditions not properly anticipated bv the investor that 
turns an investment into a malinvcstment. 

As has been pointed out. there cannot be such a thing as noninvested 
capital . 4 I he capitalist is not free to choose between investment and non- 
investment. Neither is he free to deviate in the choice of his investments 
from the lines determined by the most urgent among the yet unsatisfied 
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wants of the consumers. He must try to anticipate these future « ants cor¬ 
rectly. Taxes may reduce the amount of additional capital available or 
even bring about consumption of capital previously accumulated. But 
they do not affect the employment of capital available, whatever its 

quantity may be. . 

With an excessive height of the income and estate tax rates for the cn 

rich, a capitalist may consider it the most advisable thing to keep all h.s 
funds in cash or in bank balances not bearing any interest. He consumes 
part of his capital, pays no income tax and reduces the inheritance tax 
which his heirs will have to pay. But even if people really behave h.s 
way, their conduct docs not affect the employment of the capital ava.lal lc. 
It affects prices. But no capital good remains uninvested on account of ■ • 
And the operation of the market pushes investment into those lines 
which it is expected to satisfy the most urgent not yet sat.shed demand 
the buying public. 



XXXIII. SYNDICALISM AND CORPORATIVISM 


i. The Syndicalist Idea 
* 

/—|-\he term syndicalism is used to signify two entirely different 

X things. . . 

Syndicalism, as used by the partisans of Georges Sorel, means special 
revolutionary tactics to be resorted to for the realization of socialism. 
Labor unions, it implies, should not waste their strength in the task 
of improving the conditions of wage earners within the frame ot 
capitalism. They should adopt action dire etc, unflinching violence 
to destroy all the institutions of capitalism. They should never cease 
to flight—in the genuine sense of the term—for their ultimate goal, 
socialism. The proletarians must not let themselves be fooled by the 
catchwords of the bourgeoisie, such as liberty, democracy, representa¬ 
tive government. They must seek their salvation in the class struggle, 
in bloody revolutionary upheavals and in the pitiless annihilation of 
the bourgeois. 

This doctrine played and still plays an enormous role in modern 
politics. It has provided essential ideas to Russian Bolshevism, Italian 
Fascism, and German Nazism. But it is a purely political issue and 
may be disregarded in a catallactic analysis. 

The second meaning of the term syndicalism refers to a program 
of society's economic organization. While socialism aims at the sub¬ 
stitution of government ownership of the means of production foi 
private ownership, syndicalism wants to give the ownership of the 
plants to the workers employed in them. Such slogans as “The rail¬ 
roads to the railroadmen’* or’*‘Thc mines to the miners" best indicate 
the ultimate goals of syndicalism. 

The ideas of socialism and those of syndicalism in the sense of action 
directc were developed by intellectuals whom consistent adepts of all 
Marxian sects cannot heip describing as bourgeois. But the idea of 
syndicalism as a system of social organization is a genuine product ol 
ciic “proletarian mind." It is precisely what the naive employee con¬ 
siders a fair and expedient means for improving his own material well 
being. Lliminate the idle parasites, the entrepreneurs and capitalists, 
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and give their “unearned incomes” to the workers! Nothing could be 
simpler. 

If one were to take these plans seriously, one would not have to 
deal with them in a discussion of the problems of interventionism. 
One would have to realize that syndicalism is neither socialism, nor 
capitalism, nor interventionism, but a system of its own different from 
these three schemes. However, one cannot take the syndicalist pro¬ 
gram seriously, and nobody ever has. Nobody has been so confused 
and injudicious as to advocate syndicalism openly as a social system. 
Syndicalism has played a role in the discussion of economic issues only 
as far as certain programs unwittingly contained syndicalist features. 
There are elements of syndicalism in certain objectives of govern¬ 
ment and labor-union interference with market phenomena. I here 
arc, moreover, guild socialism and corporativism, which pretended 
to avoid the government omnipotence inherent in all socialist anti 
interventionist ventures by adulterating them with a syndicalist ad¬ 
mixture. 


2. The Fallacies of Syndicalism 

The root of the syndicalist idea is to be seen in the belief that entre¬ 
preneurs and capitalists arc irresponsible autocrats who arc free to 
conduct their affairs arbitrarily. Such a dictatorship must not he 
tolerated. The liberal movement, which has substituted representative 
government for the despotism of hereditary kings and aristocrats, 
must crown its achievements by substituting ‘industrial democracy 
for the tyranny of hereditary capitalists and entrepreneurs. I he eio- 
nomic revolution must bring to a climax the liberation of the people 
which the political revolution has inaugurated. 

The fundamental error of this argument is obvious. I he entre¬ 
preneurs and capitalists arc not irresponsible autocrats. I hev arc 
unconditionally subject to the sovereignty of the consumers. I he 
market is a consumers* democracy. The syndicalists want to transfm in 
•t into a producers* democracy. This idea is fallacious, for the sole end 
and purpose of production is consumption. 

What the syndicalist considers the most serious defect of the capita - 
,st system and disparages as the brutality and callousness of autocratic 
profit-seekers is precisely the outcome of the supremacy of the con¬ 
sumers. Under the competitive conditions of the unhampered market 

technological 


economy the entrepreneurs arc forced to improve 
methods of production without regard to the vested i 


gard 


interests of the 


workers. The employer is forced never to pav w orkers more than 
corresponds to the consumers’ appraisal of their achievements. If an 
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employee asks for a raise because his wife has borne him a new baby 
and the employer refuses on the ground that the infant docs not 
contribute to the factory's effort, the employer acts as the mandatary 
of the consumers. These consumers arc not prepared to pay more for 
any commodity merely because the worker has a large family. The 
naivete of the syndicalists manifests itself in the fact that they would 
never concede to those producing the articles which they themselves 
are usim> the same privileges which they claim for themselves. 

The syndicalist principle requires that the shares of every corpo¬ 
ration should be taken away from “absentee ownership’’ and be 
equally distributed among the employees; payment of interest and 
principal of debts, is to be discontinued. “Management" will then 
lie placed in the hands of a board elected by the workers who are 
now also the shareholders. This mode of confiscation and redistribu¬ 
tion w ill not bring about equality within the nation or the world. It 
would jjivc more to the employees of those enterprises in which the 
quota of capital invested per worker is greater and less to those in 
w hich it is smaller. 

It is a characteristic fact that the syndicalists in dealing with these 
issues always refer to management and never mention entrepre¬ 
neurial activities. As the average subordinate employee sees things, 
all that is to be done in the conduct of business is to accomplish those 
ancillary tasks w hich arc entrusted to the managerial hierarchy within 
the frame of the entrepreneurial plaits. In his eyes the individual plant 
«,r workshop as it exists and operates today is a permanent establish¬ 
ment. It w ill never change. It w ill alw ays turn out the same products. 

I le ignores completely the fact that conditions are in a ceaseless flux, 
.m,I that the industrial structure must be daily adjusted to the solu¬ 
tion of new problems. I lis world view is stationary. It docs not allow 
for new branches of business, new products, and new and better 
methods for manufacturing the old products. Thus the syndicalist 
ignores the essential problems of entrepreneurship: providing the 
capital for new industries and the expansion of already existing in¬ 
dustries. restricting branches for the products demand for which 
drops, technological improvement. It is not unfair to call syndicalism 
the economic philosophy of short-sighted people, of those adamant 
conservatives who look askance upon any innovation and arc so 
blinded by envy that they call down curses upon those w ho provide 
them w ith more, better, and cheaper products. They arc like patients 
w ho grudge the doctor his success in curing them of a malady. 
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3. Syndicalist Elements in Popular Policies 

The popularity of syndicalism manifests itself in various postulates 
of contemporary economic policies. The essence of these policies is 
always to grant privileges to a minority group at the expense of t ic 
immense majority'. They invariably result in impairing the wealth 
and income of the majority. 

Many labor unions are intent upon restricting the number of work¬ 
ers employed in their field. While the public wants more and cheaper 
books, periodicals and newspapers, and would get them under the 
conditions of an unhampered labor market, the typographical unions 
prevent many newcomers from working in printing offices. Mu- 
effect is, of course, an increase in the wages earned by the union 
members. But the corollary is a drop of wage rates for those not 
admitted and an enhancement in the price oi printed matter. u 
same effect is brought about by union opposition to the utilization 
of technological improvements and by all sorts of feather »et 1 mu 

practices. . .. 

Radical syndicalism aims at entirely eliminating payment o! d.u- 
dends to shareholders and of interest to creditors. I he interventionists 
in their enthusiasm for middle-of-the-road solutions want to appease 
the syndicalists by giving the employees a part of the pmlits. 10 1 
sharing is a very popular slogan. There is no need to enter anew into 
an examination of the fallacies implied in the underlying philosophy. 
It suffices to show the absurd consequences to which such a \ NsUrT 
must lead. 

It may sometimes be good policy for a small shop or f<» m cnui 
prise employing highly skilled workers, to grant an extra bonus m 
employees if business is prosperous. But it is a non seqmtur to assume 
that w'hat under special conditions may be w ise for an nw i\ u ua 
firm could work satisfactorily as a general system. I here is no >ca 
son why one welder should make more money because Ins cmplo\ ci 
earns high profits and another welder less because Ins cmplo\ci cams 
lower profits or no profits at all. The workers themselves would rebel 
against such a method of remuneration. It could not be preserved e\e n 
for a short time. 

A caricature of the profit-sharing scheme is the ability-to-juiy pun 
criplc as recently introduced into the program of American labor 
unionism. While the profit-sharing scheme aims at an allocation m 
f he employees of a part of profits already earned, the ability -to-j>.i\ 
scheme aims at a distribution of profits which some external observers 
believe the employer may earn in the future. The issue has been 
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obfuscated by the fact that the Truman Administration, after having 
accepted the new union doctrine, announced that it was appointing 
a “fact-finding” board w hich would have the authority to examine 
the books of the employers in order to determine their ability to 
pay an increase in wages. 1 low ever, the books can provide information 
only about past costs and proceeds and past profits and losses. Esti¬ 
mates of future volume of production, future sales, future costs, or 
future profits or losses arc not facts, but speculative anticipations. 
There are no facts about future profits.' 

1 here cannot be any question of realizing the syndicalist ideal 
according to w hich the proceeds of an enterprise should completely 
go to the employees and nothing should be left for interest on the 
capital invested and profits. It one wants to abolish what is called 
"unearned income,” one must adopt socialism. 


4. Guild Socialism and Corporativism 

I he ideas of guild socialism and corporativism originated from two 
different lines of thought. 

I he eulogists <>1 medieval institutions long praised the eminence 
of the guilds. What was needed to wash away the alleged evils of the 
market cconoim was simplv to return to the well-tried methods of 
the past. However, all these diatribes remained sterile. The critics 
never attempted to paiticulaii/c their suggestions or to elaborate def¬ 
inite plans for an economic reconstruction of the social order. The 
most the\ did was to point out the alleged superiority of the old 
quasi-representative assemblies of the type of the French £tats- 
(ic/h iMix and the (ierman StanJischc LanJta\»c as against the modern 
parliamentary bodies. Hut even with regard to this constitutional 
lv *ue their ideas were rather vague. 

I he second source of guild socialism is to be found in specific 
political conditions of (ire at Hritain. When the conflict with Germany 
became aggravated and finallx in 1014 led to war. the younger British 
socialists began to feel uneasy about their program. The state idolatry 
ol the Fabians and their glorification of C ierman and Prussian institu¬ 
tions was paradoxical indeed at a time when their own country was 
involved m a pitiless struggle against Germany. What was the iise of 
fighting the Gentians when the most "progressive” intellectuals of 
the counm longed for the adoption of (ierman social policies? Was 
•1 possible to praise British l.hertx as against Prussian bondage and 
* Cl. I-. R lurch,Ul. Vrotity .»//./ the Ability to fay Iilrvington-oii- 

l Itulson. 194* >. p 4-. - 
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at the same time to recommend the methods of Bismarck and his 
successors? British socialists yearned for a specifically British brand 
of socialism as different as possible from the Teutonic brand. I he 
problem was to construct a socialist scheme without totalitarian state 
supremacy and omnipotence, an individualistic variety of collec¬ 
tivism. 

The solution of this problem is no less impossible than that of the 
construction of a triangular square. Vet the young men of Oxford 
confidently tried to solve it. They borrowed for their program the 
name guild socialism from the little known group of the eulogists of 
the Middle Ages. They characterized their scheme as industrial self- 
government, an economic corollary of the most renowned principle 
of English political rule, local government. In their plans they assigned 
the leading role to the most powerful Brirish pressure group, the 
trade unions. Thus they did everything to make their device palatable 
to their countrymen. 

However, neither these captivating adornments nor the obtrusive 
and noisy propaganda could mislead intelligent people. I he plan was 
contradictory and blatantly impracticable. After only a feu years it 
fell into complete oblivion in the country of its origin. 

But then came a resurrection. The Italian Fascists badly needed an 


economic program of their own. After having seceded from the in¬ 
ternational parties of Marxian socialism, they could no longer pose as 
socialists. Neither were they, the proud scions of the invincible Roman 
legionaries, prepared to make concessions to Western capitalism or to 
Prussian interventionism, the counterfeit ideologies of the barbarians 
who had destroyed their glorious empire. They were in search of 
a social philosophy, purely and exclusively Italian. \\ hether or not 
they knew that their gospel was merely a replica of British guild 
socialism is immaterial. At any rate, the stato corporatize was nothing 
but a rebaptized edition of guild socialism. I he differences concerned 
only unimportant details. 

Corporativism was flamboyantly advertised by the bombastic propa¬ 
ganda of the Fascists, and the success of their campaign was over¬ 
whelming. Many foreign authors exuberantly praised the miraculous 
achievements of the new system. The governments of Austria and 
Portugal emphasized that they were firmly committed to the noble 
ideas of corporativism. The Pope’s encyclical Quadragesima anno 
('930 contained passages which could—but need not be inter¬ 
preted as an endorsement of corporativism. At any rate Catholic 
authors supported this interpretation in books which w ere published 
with the imprimatur of the Church authorities. 
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Yet neither the Italian Fascists nor the Austrian and Portuguese 
governments ever made any serious attempt to realize the corpora- 
tivist utopia. The Italians attached to various institutions the label 
corporativist and transformed the university chairs of political econ¬ 
omy into chairs of economitt politico e corporative. But never was 
there any question of the much talked about essential feature of cor¬ 
porativism. self-government of the various branches of trade and 
industry. The Fascist Government clung first to the same principles 
of economic policies which all not outright socialist governments 
have adopted in our day, interventionism. Then later it turned step 
hv step toward the German system of socialism, i.e., all-round state 
control of economic activities. 

The fundamental idea both of guild socialism and of corporativism 
is that every branch of business forms a monopolistic body, the guild 
or corporation ?. 2 This entity enjoys full autonomy; it is free to settle 
all its internal affairs without interference of external factors and of 
people who arc not themselves members of the guild. The mutual 
relations between the various guilds arc settled by direct bargaining 
from guild to guild or by the decisions of a general assembly of the 
delegates of all guilds. In the regular course of affairs the govern¬ 
ment does not interfere at all. Only in exceptional cases, when an 
agreement between the various guilds cannot be attained, is the state 
called in. 3 

In drafting this scheme the guild socialists had in mind the condi¬ 
tions of British local government and the relation between the various 
local authorities and the central government of the United Kingdom, 
l'hcv aimed at self-government of each branch of industry; they 
wanted, as the Webbs put it, “the right of self-determination for each 
vocation." ' In the same way in which each municipality takes care 
of its local community affairs and the national government handles 
onl\ those affairs which concern the interests of the whole nation, 
the guild alone should have jurisdiction over its internal affairs and the 
government should restrict its interference to those things which the 
guilds themselves cannot settle. 

I low ever, w it bin a system of social cooperation under the division 

The most elaborate description of guild socialism is provided by Sidney and 
Beatrice Webb. A Constitution for the Socialist Comntotrucalth of Great Britain 
(I nudon. iq:o); the best book on corporativism is Ugo Papi, Lesiont dt 
h'.conotnia Generate e Corporativa , Vol. Ill (Padova, 19*4)- 

Mussolini declared on January u. 1934 * ' n the Senate: "Solo in un sccondo 
tempo, tpiando le categoric non abbiano trovato la via dell’ accordo c dell cqutli- 
hrio. lo St.ito potra inrcrvcnirc." (Quoted by Papi. op. cit., p. 2:?.! 

4. Sidnev and Beatrice Webb, op. cit., pp. 277 ff. 
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of labor there arc no such things as matters of concern only to those 
engaged in a special plant, enterprise, or branch of industry and of no 
concern to outsiders. There arc no internal affairs of any guild or 
corporazione the arrangement of which does not affect the whole 
nation. A branch of business docs not serve only those who are oc¬ 
cupied in it; it serves everybody. If within any branch of business there 
is inefficiency, a squandering of scarce factors of production, or a 
reluctance to adopt the most appropriate methods of production, 
everybody’s material interests are hurt. One cannot leave decisions 
concerning the choice of technological methods, the quantity and 
quality of products, the hours of work, and a thousand other things 
to the' members of the guild, because they concern outsiders no less 
than members. In the market economy the entrepreneur in making 
such decisions is unconditionally subject to the law of the marker 
He is responsible to the consumers. If he were to defy the orders of 
the consumers, he would suffer losses and would very soon forfeit 
his entrepreneurial position. Bur the monopolistic guild does not need 
to fear competition. It enjoys the inalienable right of exclusively 
covering its field of production. It is, if left alone and autonomous, 
not the servant of the consumers, but their master. It is free to resort 
to practices which favor its members at the expense of the rest of 

rhe people. t , , 

It is of no importance whether within the guild rhe workers alone 
rule or whether and to what extent the capitalists and the formci 
entrepreneurs cooperate in the management of affairs. It is likewise 
without importance whether or not some scats in the guiU s r ox crn 
ing board arc assigned to representatives of the consumers. \\ hat 
counts is that the guild, if autonomous, is not subject to pressure that 
would force it to adjust its operations to the best possible satisfaction 
of the consumers. It is free to give the interests of its members pre¬ 
cedence over the interests of consumers. There is in the scheme ot 
guild socialism and corporativism nothing that would take into ac¬ 
count the fact that the only purpose of production is consumption. 
Things arc turned upside down. Production becomes an end in itself. 

When the American New Deal embarked upon the National Re¬ 
covery Administration scheme, the government and its brain trust 
were fully aware of the fact that what they planned was merely the 
establishment of an administrative apparatus for full government 
control of business. The short-sightedness of the guild socialists and 
corporativists is to be seen in the fact that they believed that the 
autonomous guild or corporazione could be considered a device for 
a working system of social cooperation. 
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It is very easy indeed for each guild to arrange its allegedly internal 
affairs in such'a way as to satisfy its members fully. Short hours of 
work, high wage rates, no further improvements m technological 
methods or in the quality of the products which could inconvenience 
the members-very well. But what will the result be if all guilds re- 

sort to the same policies? . 

Under the guild system there is no longer any question of a market. 
There arc no longer any prices in the catallactic sense of the term. 
There arc neither competitive prices nor monopoly prices. Those 
guilds which monopolize the supply of vital necessities attain a 
dictatorial position. The producers of indispensable foodstuffs and 
fuel and the suppliers of electric current and of transportation can 
with impunity squeeze the whole people. Does anybody expect that 
the majority will tolerate such a state of affairs? 1 here is no doubt 
that any attempt to realize the corporativist utopia would in a very 
short time lead to violent conflicts, if the government did not inter¬ 
fere when the vital industries abused their privileged position. What 
the doctrinaires envisage only as an exceptional measure—the inter¬ 
ference of the government—will become the rule. Guild socialism and 
corporativism will turn into full government control of all produc¬ 
tion activities. They will develop into that system of Prussian 
Zwangswirtschaft which they were designed to avoid. 

There is no need to deal with the other fundamental shortcomings 
of the guild scheme. It is as deficient as any other syndicalist project. 
It docsW take into account the necessity of shifting capital and labor 
from one branch to another and of establishing new branches of pro¬ 
duction. It entirely neglects the problem of saving and capital ac¬ 
cumulation. In short, it is nonsense. 
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i. Total War 

.hr market economy involves peaceful cooperation. 

_ asunder when the citizens turn into warriors and, instead or 
exchanging commodities and services, tight one another. 

The wars fought by primitive tribes did not affect cooperation 
under the division of labor. Such cooperation by and large did not 
exist between the warring parties before the outbreak of hostilities. 
These wars were unlimited or total u ars. They aimed at total \ «ctoi> 
and total defeat. The defeated were either exterminated or expelled 
from their dwelling places or enslaved. I he idea that a treats could 
settle the conflict and make it possible for both parties to live in peace¬ 
ful neighborly conditions was not present in the minds of the fightus. 

The spirit of conquest does not acknowledge restraints othe. than 
those imposed by a power which resists successfully. I he pimcpk 
of empire building is to expand the sphere of supremacy as tai as 
possible. The great Asiatic conquerors and the Roman Impel ato.s 
were stopped only when they could not march farthei. ,vn c ' c > 
postponed aggression for later days. I hey did not a iaiu on tu.ii 
ambitious plans and did not consider independent foreign states .is 
anything else than targets for later onslaughts. 

This philosophy of boundless conquest also animated the ruleis o 
medieval Europe. They too aimed firs, of all at the utmost expansion 
of the size of their realms. But the institutions of feudalism piowdcd 
them with only scanty means for warfare. \ assals wcie not <> > 'g«-i 
to fight for their lord more than a limited time. I he selfishness of the 
vassals who insisted on their rights checked the king s aggressiveness. 
Thus the peaceful coexistence of a number of sovereign states orig¬ 
inated. In the sixteenth century a Frenchman, Bodm, developed the 
theory of national sovereignty. In the seventeenth century a I Jute li¬ 
man, Grotius, added to it a theory of international relations m uai 

and peace. . 

With the disintegration of feudalism, sovereigns could no longer 
rely upon summoned vassals. They ••nationalized” the country s ai med 
forces. Henceforth, the warriors were the king's mercenaries. I lu* 
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organization, equipment, and support of such troops were rather 
costlv and a hcavv burden on the ruler's revenues. The ambitions of 
the princes were unbounded, but financial considerations forced 
them to moderate their designs. They no longer planned to conquer a 
whole country. All they aimed at was the conquest of a few cities 
or of a province. To attain more would also have been unwise 
politically. For the Furopean powers were anxious not to let any 
one of them become too powerful and a menace to their own safety. 
A too impetuous conqueror must always fear a coalition of all those 
whom his bigness has frightened. 

The combined effect of military, financial, and political circum¬ 
stances produced the limited warfare which prevailed in Europe in 
the three hundred years preceding the French Revolution. Wars were 
fought by comparatively small armies of professional soldiers. War 
was" not an affair of the peoples; it concerned the rulers only. The 
citizens detested war which brought mischief to them and burdened 
them with taxes and contributions. But they considered themselves 
victims of events in which they did not participate actively. Even 
the belligerent armies respected the “neutrality of the civilians. As 
ihew saw it, the\ were fighting the supreme warlord of the hostile 
forces, but not the noncombatant subjects of the enemv. In the w ars 
fought on the European continent the property of civilians w as con¬ 
sidered inviolable. In 1K56 the Congress of Paris made an attempt 
(o extend this principle to naval warfare. More and more, eminent 
minds began to discuss the possibility of abolishing war altogether. 

l ooking at conditions as they had developed under the system of 
limited warfare, philosophers found wars useless. Men are killed or 
maimed, wealth is destroyed, countries are devastated for the sole 
benefit of kings and ruling oligarchies. The peoples themselves do 
not derive anv gain from victory. The individual citizens arc not 
enriched if theirVulcrs expand the si/e of their realm by annexing a 
province. For the people wars do not pay. The only cause of armed 
conflict is the greed of autocrats. 1 he substitution of representative 
t»o\eminent for royal despotism will abolish w ar altogether. Democ¬ 
racies are peaceful. It is no concern of theirs whether their nation's 
sovereignty stretches over a larger or smaller territory. They will 
treat territorial problems without bias and passion. They will settle 
them peacefully. What is needed to make peace durable is to dethrone 
the despots. This, of course, cannot be achieved peacefully. It is 
necessarv to crush the mercenaries of the kings. But this revolutionary 
war of the peoples against the tyrants will be the last war, the war to 
abolish w ar forever. 
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This idea was already dimly prcsenc in the minds of the I-rent h 
revolutionary leaders w hen, after having repelled the invading armies 
of Prussia and Austria, they embarked upon a campaign of aggression. 
Of course, under the leadership of Napoleon they themselves very 
soon adopted the most ruthless methods of boundless expansion and 
annexation until a coalition of all European powers frustrated their 
ambitions. But the idea of durable peace was soon resurrected. It was 
one of the main points in the body of nineteenth-century liberalism 
as consistently elaborated in the much abused principles of the .Man¬ 
chester School. 

These British liberals and their continental friends were keen enough 
to realize that w hat can safeguard durable peace is not simply gov¬ 
ernment by the people, but government by the people under un¬ 
limited laisscz fairc. In their eyes free trade, both in domestic affairs 
and in international relations, was the necessary prerequisite of the 
preservation of peace. In such a world without trade and migration 
barriers no incentives for war and conquest are left. Fully convinced 
of the irrefutable persuasiveness of the liberal ideas, they dropped 
the notion of the last war to abolish all wars. All peoples will oi their 
own accord recognize the blessings of free trade and peace and will 
curb their domestic despots without nnv aid from abroad. 

Most historians entirely fail to recognize the factors w hich replaced 
the 41 limited” w ar of the ancicn regime by the “unlimited w ar of our 
age. As they see it, the change came with the shift from the dynastic 
to the national form of state and w as a consequence of the I’rent 1 
Revolution. They look only upon attending phenomena and confuse 
causes and effects. They speak of the composition of the armies, of 
strategical and tactical principles, of weapons and transportation 
facilities, and of main other matters of military art and administra¬ 
tive technicalities.' However, all these things do not explain w hy 
modern nations prefer aggression to peace. 

There is perfect agreement with regard to the fact that total wai 
is an offshoot of aggressive nationalism. But this is merely circulai 
reasoning. We call aggressive nationalism that ideology which makes 
for modern total war. Aggressive nationalism is the necessary deriva¬ 
tive of the policies of interventionism and national planning. W hi e 
laisscz faire eliminates the causes of international conflict, govern¬ 
ment interference with business and socialism create conflicts foi 


'• The best presentation of the traditional interpretation is provided bv he 
book. Makers of Modern Strategy, Military Thought from Machtavdh to I hr hr 
cd. E. M. Earle (Princeton University Press. > 944 >t «*• cspcc.alK the contribution 
of R. R. Palmer, pp. 49-55. 
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which no peaceful solution can be found. While under free trade 
and freedom of migration no individual is concerned about the ter¬ 
ritorial size of his country, under the protective measures of economic 
nationalism nearly every citizen has a substantial interest in these 
territorial issues. The enlargement of the territory subject to the 
sovereignty of his own government means material improvement 
for him or at least relief from restrictions which a foreign govern¬ 
ment has imposed upon his well-being. What has transformed the 
limited war between roval armies into total war, the clash between 
peoples, is not technicalities of military art, but the substitution of the 
w elfare state for the laissez-faire state. 

If Napoleon 1 had reached his goal, the French Empire would have 
stretched far hevond the limits of 1815. Spain and Naples would have 
been ruled by kings of the house of Bonapartc-Murat instead of kings 
nf another French family, the Bourbons. The palace of Kassel would 
have been occupied by a French playboy instead of one of the 
egregious Electors of the Hesse family. All these things would not 
have made the citizens of France more prosperous. Neither did the 
citizens of Prussia win anything from the fact that their king in 1866 
evicted his cousins of Hanover, Ilessc-Kasscl and Nassau from their 
luxurious residences. But if Hitler had realized his plans, the Ger¬ 
mans expected to enjoy a higher standard of living. They were 
confident that the annihilation of the French, the Poles, and the 
Czechs would make every member of their own race richer. The 
struggle for more Lchcnsraum was their own war. 

I ndcr laissez fairc peaceful coexistence of a multitude of sovereign 
nations is possible. Under government control of business it is im¬ 
possible. The tragic error of President Wilson was that he ignored 
this essential point. Modern total war has nothing in common with 
the limited war of the old dynasties. It is a war against trade and mi¬ 
gration barriers, a w ar of the comparatively overpopulated countries 
against the comparatively underpopulated. It is a war to abolish those 
institutions which prevent the emergence of a tendency toward an 
equalization of wage rates all over the world. It is a war of the farm¬ 
ers tilling poor soil against those governments which bar them from 
access to much more fertile soil lying fallow. It is, in short, a war of 
w age earners and farmers who describe themselves as underprivileged 
“have-nots** against the wage earners and farmers of other nations 
whom they consider privileged “haves.” 

The acknowledgment of this fact does not suggest that victorious 
w ars would rcallv do away with those evils about which the aggres¬ 
sors complain. Neither docs it mean that there can be any question 
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of appeasing the aggressors by removing migration barriers. As condi¬ 
tions are today, the Americas and Australia in admitting German, 
Italian, and Japanese immigrants would merely open their doors to 
the vanguards of hostile armies. 

It is futile to place confidence in treaties, conferences, and such 
bureaucratic outfits as the League of Nations and the United Nations. 
Plenipotentiaries, office clerks and experts make a poor show in fight¬ 
ing ideologies. The spirit of conquest cannot be smothered by red 
tape. What is needed is a radical change in ideologies and economic 
policies. 

2. War and the Market Economy 


The market economy, say the socialists and the interventionists, is 
at best a system that may be tolerated in peacetime. But "hen \\»i 
comes, such indulgence'is impermissible. It would )copardi/.c the 
vital interests of the nation for the sole benefit of the selfish concerns 
of capitalists and entrepreneurs. War. and in any case modern total 
war, peremptorily requires government control of business. 

Hardly anybody has been bold enough to challenge this dogma. 
It served in both World Wars as a convenient pretext for innumerable 
measures of government interference with business w uc 1 ,n V.VV ;. 
countries step by step led to full "war socialism. W hen I k* ms i i es 
ceased, a new slogan was launched. The period of transition from war 
to peace and of “reconversion,” people contended, rtquius c c 
more government control than the period of w ai. csii cs, \n in s m *- 
one ever return to a social system which can work, if at a , on \ 
the interval between two wars? The most appropriate thing would 
be to cling permanently to government conuol in <- 1 to 
prepared for any possible emergency. , . 

An examination of the problems which the l mted . rates i.u < • 
in the second World War will clearly show how fallacious this 

reasoning is. ... 

What America needed in order to win the war was * r " C ’ “ 
version of all its production activities. All not absolutely mdispcnsa bk 
civilian consumption was to be eliminated. 1 he plants ant arms e 
henceforth to turn out only a minimum of goods or nomm i arv s • 
For the rest, they were to devote themselves comp etc \ to w 

of supplying the armed forces. ... . 

The realization of this program did not require the estabhshmen 
of controls and priorities. If the government had raised all the fund 
needed for the conduct of war l.v taxing the citizens and by borrow¬ 
ing from them, everybody would have been forced to cut down his 
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consumption drastically. The entrepreneurs and farmers would have 
turned toward production for the government because the sale of 
goods to private citizens would have dropped. The government, now 
by virtue of the inflow of taxes and borrowed money the biggest 
buyer on the market, would have been in a position to obtain all it 
wanted. Even the fact that the government chose to finance a consider¬ 
able part of the war expenditure by increasing the quantity of money 
in circulation and by borrowing from the commercial banks would 
not have altered this state of affairs. The inflation must, of course, 
bring about a marked tendency toward a rise in the prices of all goods 
and services. The government would have had to pay higher nominal 
prices. But it would still have been the most solvent buyer on the 
market. It would have been possible for it to outbid the citizens who 
on the one hand had not the right of manufacturing the money they 
needed and on the other hand would have been squeezed by enormous 
taxes. 

But the government deliberately adopted a policy which was 
bound to make it impossible for it to rely upon the operation of the 
unhampered market. It resorted to price control and made it illegal 
to raise commodity prices. Furthermore it was very slow in taxing 
the incomes swollen bv the inflation. It surrendered to the claim of the 
unions that the workers’ real take-home wages should be kept at a 
height which would enable them to preserve in the war their prewar 
standard of living. In fact, the most numerous class of the nation, 
the class \\ Inch in peacetime consumed the greatest part of the total 
amount of (goods consumed, had so much more money in their pockets 
that their power to buy and to consume was greater than in peace¬ 
time. The wage earners—and to some extent also the farmers and the 
owners of plants producing for the government—would have frus¬ 
trated the government’s endeavors to direct industries toward the 
production of war materials. They would have induced business 
to produce more, not less, of those goods which in wartime arc con¬ 
sidered superfluous luxuries. It w as this circumstance that forced the 
Administration to resort to the systems of priorities and of rationing. 
The shortcomings of the methods adopted for financing war ex¬ 
penditure made government control of business necessary. If no 
inflation had been made and if taxation had cut down the income 
tatter taxes) of all citizens, not only of those enjoying higher incomes, 
to a fraction of their peacetime revenues, these controls would have 
been supererogatory. The endorsement of the doctrine that the wage 
earners’ real income must in wartime be even higher than in peace¬ 
time made them unavoidable. 
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Not government decrees and the paper work of hosts of people on 
the government's payroll, but the efforts of private enterprise pro¬ 
duced those goods which enabled the American armed forces to win 
the war and to provide all the material equipment its allies needed for 
their cooperation. The economist docs not infer anything from these 
historical facts. But it is expedient to mention them as the interven¬ 
tionists would have us believe that a decree prohibiting the employ¬ 
ment of steel for the construction of apartment houses automatically 
produces airplanes and battleships. 

The adjustment of production activities to a change in the demand 
of consumers is the source of profits. The greater the discrepancy 
between the previous state of production activities and that agreeing 
with the new structure of demand, the greater adjustments arc re¬ 
quired and the greater profits arc earned by those who succeed best 
in accomplishing these adjustments. The sudden transition from peace 
to war revolutionizes the structure of the marker, makes radical re¬ 
adjustments indispensable and thus becomes for many a source of 
high profits. The planners and interventionists regard such profits 
as a scandal. As they see it. the first duty of government in time of 
war is to prevent the emergence of new millionaires. It is, they sav, 
unfair to let some people become richer while other people arc killed 
or maimed. 

Nothing is fair in war. It is not just that Cod is for the big battalions 
and that those w ho arc better equipped defeat poorly equipped ad¬ 
versaries. It is not just that those in the front line shed their life-blood 
in obscurity, while the commanders, comfortably located in head¬ 
quarters hundreds of miles behind the trenches, gain glory and fame. 
It is not just that John is killed and Mark crippled for the rest of his 
life, while Paul returns home safe and sound and enjoys all the 
privileges accorded to veterans. 

Ir may be admitted that it is not “fair" that war enhances the 
profits of those entrepreneurs who contribute best to the equipment 
of the fighting forces. But ir would be foolish to deny that the profit 
system produces the best weapons. It was not socialist Russia that 
aided capitalist America with lend-lease; the Russians were lamentably 
defeated before American-made bombs fell on Germany and before 
they got the arms manufactured by American big business. I he most 
important thing in war is not to avoid the emergence of high profits, 
but to give the best equipment to one's own country’s soldiers and 
sailors. The w orst enemies of a nation are those malicious demagogues 
who W'ould give their envy precedence over the vital interests of their 
nation’s cause. 


27. 
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Of course, in the long run war and the preservation of the market 
economy arc incompatible. Capitalism is essentially a scheme for 
peaceful nations. But this docs not mean that a nation which is forced 
repel foreign aggressors must substitute government control for 
private enterprise. If it were to do this, it would deprive itself of the 
most efficient means of defense. There is no record of a socialist na¬ 
tion which defeated a capitalist nation. In spire of their much glori- 
tied war socialism, the Germans were defeated in both W orld Wars. 

What the incompatibility of war and capitalism really means is that 
war ami high civilization arc incompatible. If the efficiency of capi¬ 
talism is directed by governments toward the output of instruments 
of destruction, the ingenuity of private business turns out w eapons 
which are powerful enough to destroy everything. \\ hat makes war 
and capitalism incompatible with one another is precisely the un¬ 
paralleled efficiency of the capitalist mode of production. 

I he market economy, subject to the sovereignty of the individual 
consumers, turns out products which make the individuals life more 
agreeable. It caters to the individual's demand tor more comfort. It 
jC this that made capitalism despicable in the eyes of the apostles of 
violence. I bex worshiped the •’hero.” the destroyer and killer, and 
despised the bourgeois anil his "peddler mentality (Sombart). Now 
mankind is reaping the fruits which ripened from the seeds sown by 
these men. 


;. War and \utarky 

11 .»n economivalK self-sufficient man starts a feud against another 
autarkic man. no specific problems of "war-economy arise. Rut if 
ihe tailor i»oes to war against the baker, he must henceforth produce 
Ins bread for himself. It he neglects to do this, he will be in distress 
sooner than lus adversarv. the baker. For the baker can wait longer 
for a new suit than the tailor can for fresh bread. I he economic prob¬ 
lem of making war is therefore different for the baker and for the 
tailor. 

I he international division ot labor was developed under the as¬ 
sumption that there would no longer be wars. In the philosophy ot 
the Manchester School free trade and peace were seen as mutually 
conditioning one another. I he businessmen who made trade interna¬ 
tional diil not consider the possibility ot new wars. 

Nor did general stalls and students ot the art ot wart arc pay any 
attention to the change in conditions which international division of 

w a a 

labor brought about. The method of military science consists in 
examining the experience of wars fought in the past and in abstracting 
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general rules from it. Even the most scrupulous occupation with the 
campaigns of Turenne and Napoleon I could not suggest the existence 
of a problem which was not present in ages in which there was prac- 

tically no international division of labor. 

The European military experts slighted the study of the American 
Civil War. In their eyes this war was not instructive It was fought In 
armies of irregulars led by nonprofcssional commanders. Civilians ike 
Lincoln interfered with the conduct of the operations. Little. the\ 
believed, could be learned from this experience. But it was in the Civil 
War that, for the first time, problems of the interregional division of 
labor played the decisive role. The South was predominantly agri¬ 
cultural; its processing industries were negligible. 1 he Confederates 
depended on the supply of manufactures from Europe. As the1 naval 
forces of the Union were strong enough to blockade their coast, thev 

soon began to lack needed equipment. 

The Germans in both World Wars had to face the same situation. 
They depended on the supply of foodstuffs and raw materials from 
overseas. But they could not run the British blockade. In both wars 
the outcome was decided by the battles of the Atlantic I he Gem ans 
lost because they failed in their efforts to cut off the British Isles 
from access to the world market and could not themselv es safeguard 
their own maritime supply lines. The strategical problem was deter¬ 
mined by the conditions of the international division of labor. 

The German warmongers were intent upon adopting policies 
which, as they hoped, could make it possible for Germany to wage 
a war in spite of the handicap of the foreign trade situation, hen 

panacea was Ersatz , the substitute. 

A substitute is a good which is cither less suitable or more expensiv e 
or both less suitable and more expensive than the proper good vv Inch 
it is designed to replace. Whenever technology succeeds in manu¬ 
facturing or discovering something which is cither more suitable or 
cheaper than the thing previously used, this new thing represents a 
technological innovation; it is improvement and not l- rsatz. 1 lie es¬ 
sential feature of Ersatz, as this term is employed in the ccononuco- 
military doctrine, is inferior quality or higher costs or both together.- 
'YhcWcbrwirtschafislehre, the German doctrine of the economics 
of war, contends that neither cost of production nor quality are im¬ 
portant in matters of warfare. Profit-seeking business is concerned 
with costs of production and with the quality of the products. But 

In this sense wheat produced, under the protection of an import duty, within 
the Reich’s territory is Ersatz too: it is produced at higher costs t .an fore.g 
wheat. The notion of Ersatz is a catallactic notion, and must not be defined vv itl. 
regard to technological and physical properties of the articles. 
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the heroic spirit of a superior race does not care about such specters 
of the acquisitive mind. What counts alone is war preparedness. A 
warlike nation must aim at autarky in order to be independent of 
foreign trade. It must foster the production of substitutes irrespective 
of mammonist considerations. It cannot do without full government 
control of production because the selfishness of the individual citizens 
would thwart the plans of the leader. Even in peacetime the com¬ 
mander-in-chief must be entrusted with economic dictatorship. 

Both theorems of the Ersatz doctrine arc fallacious. 

First, it is not true that the quality and suitability of the substitute 
are of no importance. If soldiers arc sent into battle badly nourished 
and equipped with weapons made of inferior material, the chances for 
victory arc impaired. Their action will be less successful, and they 
will suffer heavier casualties. The awareness of their technical in¬ 
feriority will weigh on their minds. Ersatz jeopardizes both the 
material strength and the morale of an army. 

No less incorrect is the theorem that the higher costs of production 
of the substitutes do not count. Higher costs of production mean 
that more labor and more material factors of production must be 
expended in order to achieve the same effect which the adversary, 
producing the proper product, attains with a lower expenditure. It 
is tantamount to squandering scarce factors of production, material 
and manpower. Such waste under conditions of peace results in lower¬ 
ing the standard of living, and under conditions of war in cutting 
down the supply of goods needed for the conduct of operations. In 
the present state of technological knowledge it is only a slight exag¬ 
geration to say that everything can be produced out of anything. But 
what matters is to pick out from the great multitude of possible 
methods those with which output is highest per unit of input. Any 
deviation from this principle penalizes itself. The consequences in war 
arc as bad as they arc in peace. 

In a country like the United States, which depends only to a 

comparatively negligible extent on the importation of raw materials 

from abroad, it is possible to improve the state of war preparedness by 

resorting to the production of substitutes such as synthetic rubber. 

The disadvantageous effects would be small w hen weighed against the 

beneficial effects. But a country like Germany was badly mistaken in 

the assumption that it could conquer with synthetic gasoline, synthetic 

rubber. Ersatz textiles and Ersatz fats. In both World Wars Germany 

• 

was in the position of the tailor fighting against the man who supplies 
him with bread. With all their brutality the Nazis could not alter this 
fact. 
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4. The Futility of War 

What distinguishes man from animals is the insight into the advan¬ 
tages that can be derived from cooperation under the division of 
labor. Man curbs his innate instinct of aggression in order to co¬ 
operate with other human beings. The more he wants to improve 
his material well-being, the more he must expand the system of he 
division of labor. Concomitantly he must more and more restrict the 
sphere in which he resorts to military action. The emergence of the 
international division of labor requires the total abolition of vv ar. Such 
is the essence of the laissez-faire philosophy of Ma " chcste "; . 

This philosophy is, of course, incompatible with statolatr > ’ In ' 
context the state, the social apparatus of v.olent oppression, .s en 
trusted with the protection of the smooth operation of t',, r Ut 
economy against the onslaughts of antisocial individuals and gangs. 
Its function is indispensable and beneficial, but it is an ancillaryJune 
tion only. There is no reason to idolize the police powerandla sc ribe 
to it omnipotence and omniscience. 1 here arc t tings w 
certainly not accomplish. It cannot conjure away the ^«rc.tyofthe 
factors of production, it cannot make people more P 1 ' 

cannot raise the productivity of labor. All it can achieve « to pre ^n 
gangsters from frustrating the efforts of those people * ho arc 
upon promoting material well-being. , , 

The liberal philosophy of Bentham and Bast ,kk had not >ct ' 
pletcd its work of removing trade barriers an governi c 
with business when the counterfeit theology of the divine state be 
gan to take effect. Endeavors to improve the auditions of wage 
earners and small farmers by government decree mat c 1 1 ' . 

loosen more and more the ties which connected 
domestic economy with those of other countries. Economic nat.o a 
ism. the necessary complement of domestic interventionism hum 
the interests of foreign peoples and thus creates interna '"^' con¬ 
flict. It suggests the idea of amending this unsatisfactory state f affair 
by war. Why should a powerful nation tolerate the ■d a!lenge of a 
less powerful nation? Is it not insolence on the part of m. -.1 - 
putania to injure the citizens of big Rumania by customs. 
barriers, foreign exchange control, quantitative rave ■ j 

and expropriation of Ruritanian investments m apputama. Would 
it not be easy for the army of Rumania to crush Lapputan.a s con- 

Such wlsdw''ideology of the German. Italian, and Japanese war¬ 
mongers. It must be admitted that they were consistent from the point 
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of view of rhe new “unorthodox** teachings. Interventionism generates 
economic nationalism, and economic nationalism generates bellicosity. 
If men and commodities arc prevented from crossing the borderlines, 
whv should not the armies try to pave the way for them? 

From the day when Italy, in 1911, fell upon Turkey fighting 
was continual. There was almost always shooting somewhere in the 
world. The peace treaties concluded w ere virtually merely armistice 
agreements. Moreover they had to do only with the armies of the 
great powers. Some of the smaller nations were always at war. In 
addition there were no less pernicious civil wars and revolutions. 

I low far we arc today from the rules of international law developed 
in the age of limited warfare! Modern w ar is merciless, it does not 
spare pregnant women or infants; it is indiscriminate killing and 
destroying. It docs not respect the rights of neutrals. Millions arc 
killed, enslaved, or expelled from the dwelling places in which their 
ancestors lived for centuries. Nobody can foretell what will happen 
in the next chapter of this endless struggle. 

This has nothing to do w ith the atomic bomb. The root of the 
evil is not the construction of new. more dreadful weapons. It is the 
spirit of conquest. It is probable that scientists will discover some 
methods of defense against the atomic bomb. Hut this will not alter 
things, it will merely prolong for a short time the process of the 
complete destruction of civilization. 

Modern civilization is a product of the philosophy of laisscz fairc. 
Ir cannot be preserved under the ideology of government omnipo¬ 
tence. Statolatry owes much to the doctrines of I Icgcl. However, one 
may pass over many of I legeTs inexcusable faults, for Hegel also 
coined the phrase “the futility of victory** (die Ohmnacht tics 
Sici'cs ). 1 To defeat the aggressors is not enough to make peace dur¬ 
able. I he main thing is to discard the ideology that generates war. 

;. <t. I K-gel, Vorlemnxen uber ./;«• Philosophic Jcr ll'cltizcscbichic, cd. I .awn 
• I cip/ig. 10:0), IV, 910 931. 


XXXV. THE WELFARE PRINCIPLE VERSUS 
THE MARKET PRINCIPLE 


The Case Against the Market Economy 

T iif. objections which the various schools of So/.ialpolitik raise 
against the market economy are based on very bad economics. 
They repeat again and again all the errors that the economists long 
ago exploded. They blame the market economy for the consequences 
of the very anticapitalistic policies which they themselves advocate 
as necessary and beneficial reforms. They fix on the market economy 
the responsibility for the inevitable failure and frustration ol "iter- 


niomv 


ventionism. 

These propagandists must finally admit that the market etc 
is after all not so bad as their “unorthodox” doctrines paint ir. It de¬ 
livers the goods. From day to day it increases the quantity and im¬ 
proves the quality of products. It has brought about unprecedented 
wealth. But, objects the champion of interventionism, it is deficient 
from what he calls the social point of view. It has not wiped out 
poverty and destitution. It is a system that grants privileges to a 
minority, an upper class of rich people, at the expense of the im¬ 
mense majority. It is an unfair system. The principle of welfare must 
be substituted for that of profits. 

We may try, for the sake of argument, to interpret the concept of 
welfare in such a way that its acceptance by the immense majority 
of nonascetic people would be probable. The better w e succeed m 
these endeavors, the more we deprive the idea of wclfaie <» an\ eon 
crctc meaning and content. It turns into a colorless paraphrase of t ic 
mental category of human action, viz., the urge to remove mi¬ 
ss as far as possible. As it is universally recognized that this 


funds 
easiness 


goal can be more readily, and even exclusively, attained bv socia 
division of labor, men cooperate within the framework of societal 
bonds. Social man as differentiated from autarkic man must neces- 
sarily modify his original biological indifference to the well-being 
of people beyond his own family. He must adjust h,s conduct to the 
requirements of social cooperation and look upon his fellow men s 
success as ail indispensable condition of his own. l-rom tins point o 
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view one may describe the objective of social cooperation as the 
realization of the greatest happiness of the greatest number. Hardly 
anybody would venture to object to this definition of the most de¬ 
sirable state of affairs and to contend that it is not a good thing to see 
as many people as possible as happy as possible. All the attacks 
directed against the Bcntham formula have centered around ambigui¬ 
ties or misunderstandings concerning the notion of happiness; they 
have nor affected the postulate that the good, whatever it may be, 
should be imparted to the greatest number. 

However, if we interpret ivclfarc in this manner, the concept be¬ 
comes meaningless. It can be invoked for the justification of every 
variety of social organization. It is a fact that some of the defenders 
of Negro slavery contended that slavery is the best means of making 
the Negroes happy and that today in the South many Whites sincerely 
believe that rigid segregation is beneficial no less to the colored man 
than it allegedly is to the white man. The main thesis of racism of the 
(iobincau and Nazi variety is that the hegemony of the superior 
races is salutary to the true interests even of the inferior races. A 
principle that is broad enough to cover all doctrines, however con¬ 
flicting w ith one another, is of no use at all. 

But in the months of the welfare propagandists the notion of wel¬ 
fare has a definite meaning. They intentionally employ a term the 
generally accepted connotation of which precludes any opposition. 
No decent man likes to be so rash as to raise objections against the 
realization of welfare. In arrogating to themselves the exclusive right 
10 call their own program the program of w elfare, the welfare propa¬ 
gandists want to triumph by means of a cheap logical trick. They 
want to render their ideas safe against criticism by attributing to 
them an appellation which is cherished by everybody. Their termi¬ 
nology already implies that all opponents are ill-intentioned scoundrels 
eager to foster their selfish interests to the prejudice of the majority 
of good people. ’ 

I he plight of Western civilization consists precisely in the fact that 
serious people can resort to such syllogistic artifices without en¬ 
countering sharp rebuke. There are only two explanations open, 
hither these self-styled welfare economists are themselves not aware 
of the logical inadmissibility of their procedure, in which case they 
lack the-indispensable power of reasoning; or they have chosen this 
mode of arguing purposely in order to find shelter for their fallacies 
behind a word w Inch is intended beforehand to disarm all opponents. 

In each case their ow n acts condemn them. 

1 here no need to add anything to the disquisitions of the pre- 
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ceding chapters concerning the effects of all varieties of intervention¬ 
ism. The ponderous volumes of welfare economics have not brought 
forth any arguments that could invalidate our conclusions. 1 he only 
task that remains is to examine the critical part of the welfare propa¬ 
gandists* work, their indictment of the market economy. 

All this passionate talk of the welfare school ultimately boils down 
to three points. Capitalism is bad, they say, because there is poverty, 
inequality of incomes and wealth, and insecurity. 


2. Poverty 

We may depict conditions of a society of agriculturists in u hich 
every member tills a piece of land large enough to provide himself 
and his family with the indispensable necessities of hfc. W c may in¬ 
clude in such a picture the existence of a few specialists, artisans like 
smiths and professional men like doctors. We may even go further 
and assume that some men do not own a farm, but work as laborer 
on other people’s farms. The employer remunerates them for bar 
help and takes care of them when sickness or old age disables the. . 

This scheme of an ideal society was at the bottom of many utopian 
plans. It was by and large realized for some time in some c omnium its. 
The nearest approach to its realization was probably the common¬ 
wealth which the Jesuit padres established in the countix " m ' ' s 
today Paraguay. There is, however, no need to examine the me i s 
of such a system of social organization. Historical c\o ution > N 
asunder. Its frame was too narrow for the nuinbei «>t ps«>p c u "* • 
living todav on the earth’s surface. . • 

The inherent weakness of such a society is * tK ,,KI ^' IC . 
population must result in progressive poverty. " ch e cs tau o . j 
ceased farmer is divided among his children, the holdings hnalh 11- 
comc so small that they can no longer provide sufhcient sus tn.11 c 
for a family. Everybody is a landowner, but everybody is cyicimy 
poor. Conditions as they prevail in large areas of ' 1,, ^l >n *j K < ^ ’ V 1 
illustration of the misery of the tillers of small parcels. k a c • 
to this outcome is the emergence of a huge mass o am css p <> 
tarians. Then a wide gap separates the disinherited paupers from h 
fortunate farmers. They arc a class of pariahs whose very cxisrcnce 
presents society with an insoluble problem. I hey scare 1 m \ •" 
a livelihood. Society has no use for them. I hey aie e cstitutc. 

When in the ages preceding the rise <»f 1110c ern capita mu 
statesmen, philosophers, and laws referred to t ic pool am 
problems of poverty, they meant these supernumerary wretches. 
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Laissez faire and its off-shoot, industrialism, converted the employ¬ 
able poor into wage earners. In the unhampered market society there 
are people with higher and people with lower incomes. There arc 
no longer men who, although able and ready to work, cannot find 
regular jobs because there is no room left for them in the social system 
of production. But liberalism and capitalism were even in their hey¬ 
day limited to comparatively small areas of Western and Central 
Europe, North America, and Australia. In the rest of the world 
hundreds of millions still vegetate on the verge of starvation. They 
are poor or paupers in the old sense of the term, supernumerary and 
superfluous, a burden to themselves and a latent threat to the minority 
of their more lucky fellow citizens. 

The penury of these miserable masses of—in the main colored— 
people is not caused by capitalism, but by the absence of capitalism. 
But for the triumph of laissez faire, the lot of the peoples of Western 
Europe would have been even worse than that of the coolies. What 
is w rong with Asia is that the per capita quota of capital invested is 
extremely low when compared with the capital equipment of the 
West. The prevailing ideology and the social system which is its 
off-shoot check the evolution of profit-seeking entrepreneurship. 
There is very little domestic capital accumulation, and manifest 
hostility to foreign investors. In many of these countries the increase 
in population figures even outruns the increase in capital available. 

It is false to blame the European powers for the poverty of the 
masses in their colonial empires. In investing capital the foreign rulers 
did all they could do for an improvement in material well-being. It 
is not the fault of the Whites that the Oriental peoples arc reluctant to 
abandon their traditional tenets and abhor capitalism as an alien 
ideology. They will very soon have succeeded in freeing themselves 
entirely from foreign domination. Then they will probably turn 
toward various brands of regimentation and totalitarianism. These 
w ill not solve their economic problems and w ill not make their masses 
more prosperous. 

As far as there is unhampered capitalism, there is no longer any 
question of poverty in the sense in which this term is applied to the 
conditions of a noncapitalistic society. The increase in population 
figures docs not create supernumerary mouths, but additional hands 
w hose employment produces additional wealth. There are no able- 
bodied paupers. Seen from the point of view of the economically 
backward nations, the conflicts between “capital” and “labor” in the 
capitalist countries appear as conflicts within a privileged upper class. 
In the eyes of an Indian or a Chinese coolie the American automobile 
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worker is an “aristocrat." He is a man who belongs to the : per cent 
of the earth’s population whose income is highest. Not only the 
colored races, but also the Slavs, the Arabs, and some other peoples 
look upon the average income of the citizens of the capitalistic coun¬ 
tries—about 12 or 15 per cent of the total of mankind—as a curtail¬ 
ment of their own material well-being. T hey fail to realize that the 
prosperity of these allegedly privileged groups is. apart from the 
effects of migration barriers, not paid for by their own pot ci ts . and 
that the main obstacle to the improvement of their own conditions is 

their abhorrence of capitalism. , , . 

Within the frame of capitalism the notion of poverty refers onls 
to those people who arc unable to take care of themselves. 1 sen if 
we disregard the case of children, we must realize that there will al¬ 
ways be such uncmployablcs. Capitalism, in improving tic masses 
standard of living, hygienic conditions, and methods of propin lac t cs 
and therapeutics, does not remove bodily incapacity t is rue 
today many people who in the past would have been doomed o 
life-long disability are restored to full vigor. Hut on the other hand 
many whom innate defects, sickness, or accidents would have^ex¬ 
tinguished sooner in earlier days survive as permanent v incapic i . t' 
people. Moreover, the prolongation of the average engt » ° i c 
toward an increase in the number of the aged \n ho aie n«» ° n r c 

‘“The" problem of the incapacitated is a specific problem of human 
civilization and of society. Disabled animals must perish .pucklv. I c> 
cither die of starvation or fall prey to the foes of their species. S.« ■g 
man had no pity on those who were substandard. it' lc |f‘ . 
them many tribes practiced those barbaric incfhm s o i ut ' 1 * 

tion to which the Nazis resorted in our time. w NLl > c . . 

a comparatively great number of invalids is, io\\c\cr pai. 
a characteristic mark of civilization and materia \u - >eing. 

Provision for those invalids who lack means of sustenance and a 
not taken care of by their next of km has long been consit ucc . 
of charity. The funds needed have sometimes been pn> v ^* > 

governments, more often by voluntary contii nitions. c ~ 
orders and congregations and some Protestant institutions h.n ac¬ 
complished marvels in collecting such contributions and m using then, 
properly. Today there arc also many nondenom,national establish- 

ments vying with them in noble rivalry. . 

The charity system is criticized for two defects One is the pane t 
of the means available. How ever, the more capitalism progresses an 
increases wealth, the more sufficient become the charity funds. 



834 Hliman Action 

ihe one hand, people are more ready to donate in proportion to the 
improvement in their own well-being. On the other hand, the number 
of the needy drops concomitantly. F.ven for those with moderate 
incomes the opportunity is offered, by saving and insurance policies, 
to provide for accidents, sickness, old age, the education of their 
children, and the support of widows and orphans. It is highly probable 
that the funds of the charitable institutions would be sufficient in 


the capitalist countries if interventionism were not to sabotage the 
essential institutions of the market economy. Credit expansion and 
inflationary increase of the quantity of money frustrate the “common 
man's" attempts to save and to accumulate reserves for less propitious 
days. Hut the other procedures of interventionism are hardly less 
injurious to the vital interests of the wage earners and salaried em¬ 
ployees, the professions, and the owners of small-size business. The 
greater part of those assisted bv charitable institutions are needy only 
because interventionism has made them so. On the other hand, in¬ 
flation anil the endeavors to lower the rate of interest below the po¬ 
tential marker rare virtually expropriate the endowments of hospitals, 
asylums, orphanages, and similar establishments. As far as the w elfare 
propagandists lament the insufficiency of the funds available for 
assistance, they lament one of the results of the policies that they 
themselves are advocating. 

I he second defect charged to the charity system is that it is charity 
and compassion only. I he indigent has no claim to the kindness show n 
to him. He depends on the mercy of benevolent people, on the feel¬ 
ings of tenderness which his distress arouses. What he receives is a 
voluntary gift for which he must be grateful. To be an almsman is 
shameful and humiliating. It is an unbearable condition for a self- 


respecting man. 

I hesc complaints are justified. Such shortcomings do indeed inhere 
in all kinds of charity. It is a system that corrupts both givers and 
receivers. It makes the former self-righteous and the latter submissive 
and cringing. I low ever, it is only the mentality of a capitalistic en¬ 
vironment that makes people feel the indignity of giving and re¬ 
ceiving alms. Outside of the field of the cash nexus and of deals 
transacted between buyers and sellers in a purely businesslike manner, 
all interhuman relations arc tainted by the same failing. It is pre¬ 
cisely the absence ot this personal element in market transactions that 
all those deplore who blame capitalism for hard-heartedness and 
callousness. In the eyes ot such critics cooperation under the do lit 
des principle dehumanizes all societal bonds. It substitutes contracts 
for brotherly love and readiness to help one another. These critics 
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indict the legal order of capitalism for its neglect of the human 
side.” They arc inconsistent when they blame the chanty system toi 

its reliance upon feelings of mercy. ( 

Feudal society was founded on acts of grace and on the gratitude of 
those favored. The mightv overlord bestowed a benefit upon the 
vassal and the latter owed him personal fidelity. Conditions 
human in so far as the subordinates had to kiss their superiors hands 
and to show allegiance to them. In a feudal environment the clement 
of grace inherent in charitable acts did not give offense. It agrcedu.th 
the generally accepted ideology and practice. It is only in the set g 
of a society based entirely upon contractual bonds tha the idea 
emerged of giving to the indigent a legal claim, an actionable title to 

sustenance against society. • Kr r ,. 

The metaphysical arguments advanced in favor of such r g 
sustenance are based on the doctrine of natural right Befo.e God < 
nature all men arc equal and endowed with an inalienable r,g 
live. However, the reference to inborn equality is ccrta.nl> 
place in dealing with the effects of inborn inequality It is a sac tact 
that physical disability prevents many people from p •<> "'g • ' 

role in social cooperation. It is the operation of the laws of nature 
that makes these people outcasts. 1 hey arc stepc u 1 lcl ' ° . 

nature. We may fully endorse the religious and ethical pr-M> 
declare it to be man s duty to assist his unlucky brethren « I < " " 

has doomed. But the recognition of this duty does oot answer the 
question concerning what methods should be ic'oi sc ( , 

performance. It does not enjoin the choice of methods whh>J Id 
endanger society and curtail the productivity o uim.in c * 
the able-bodied nor the incapacitated would derive any benefit from 

a drop in the quantity of goods available. 

The problems involved arc not of a praxeolog.cal cl" ; 

economics is not called upon to provide the best possi > c thc 

them. They concern pathology and psychology. \c consc- 

biological fact that the fear of penury and o t \c cc *t ‘ j 

quences of being supported by charity arc .mporont factor m the 
preservation of man’s physiological equilibrium. \c I ‘ ^ ^ 
to keep fit, to avoid sickness and accidents, ant to rcc SCCK}r \ ts 

possible from injuries suffered. I be experience <» J . . 

system, especially that of the oldest scheme, t jc '? r, V‘ \ ' , t j lcsc 

shown the undesirable effects resulting from tic c 11 ‘ j j 

incentives. 1 No civilized community has callously allowed the 

• . Cf. Sul/.bach. German Experience with Social Insurance (New Wk. '94/ >• 
pp. 22-32. 
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capacitated to perish. But the substitution of a legally enforceable 
claim to support or sustenance for charitable relief does not seem to 
agree with human nature as it is. Not metaphysical prepossessions, but 
considerations of practical expediency make it inadvisable to promul¬ 
gate an actionable right to sustenance. 

Ir is. moreover, an illusion to believe that the enactment of such 
laws can free the indigent from the degrading features inherent in 
receiving alms. The more openhanded these laws are, the more punc¬ 
tilious must their application become. The discretion of bureaucrats 
is substituted for the discretion of people w horn an inner voice drives 
to acts of charity. Whether this change renders the lot of those in¬ 
capacitated any easier, is hard to say. 


3. Inequality 

I he inequality of incomes and wealth is an inherent feature of the 

market economy. Its elimination would entirely destroy the market 
• • • 

economy.-' 

What those people who ask for equality have in mind is always an 

increase in their own power to consume. In endorsing the principle 

ot equality as a political postulate nobody w ants to share his own 

income with those who have less. When the American wage earner 

I'eters to equality, he means that the dividends of the stockholders 

should be given to him. lie does not suggest a curtailment of his 
» . * * 

ow n income tor the benefit of those «>; per cent of the earth’s popula¬ 
tion whose income is lower than his. 

I he role that income inequalitx plays in the market society must 
not be contused with the role it plays in a feudal society or in other 
i\ pcs ot noncapitalistic societies. N cr in the course of historical evolu¬ 
tion this precapitalistic inequality was of momentous importance. 

l et us compare the history of China with that of Fngland. China 
has developed a very high civilization. Two thousand years ago it 
was tar ahead of England. But at the end of the nineteenth century 
Fngland was a rich and cmli/ed country while China was poor. 
Its civilization did not differ much from the stage it had already 
reached ages before. It was an arrested civilization. 

( hina had tried to realize the principle of income equality to a 
greater extent than did I ngland. Land holdings were divided and 
subdivided. I here was no class ot landless proletarians. But in eight¬ 
eenth-century I ngland this class was very numerous. For a very long 

•• ( -f- above, pp. 285-286 aiul pp. 802-804. 

( I. above, pp. 508-509. 
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time the restrictive practices of nonagricultural business, sanctilicd 
by traditional ideologies, delayed the emergence of modern entrepre¬ 
neurship. But when the laissez-faire philosophy had opened the w a> 
for capitalism by utterly destroying the fallacies of restrictionism, 
the evolution of industrialism could proceed at an accelerated pace 
because the labor force needed was already available. ... 

What generated the “machine age" was not, as Sombart imagined, 
a specific mentality of acquisitiveness which one day m\ sterious \ » 
hold of the minds of some people and turned them into capitalist c 
men.” There have always been people ready to profit irom bet 
adjusting production to the satisfaction of the needs of the public. 
But they were paralyzed by the ideology that branded acquis't.t cness 
as immoral and erected institutional barriers to chcc it. \c su js 
tion of the laissez-faire philosophy for the doctrines that approved of 
the traditional system of restrictions removed these obstacles 
material improvement and thus inaugurated the new age. 

The liberal philosophy attacked the traditional caste system - 
cause its preservation w as incompatible w ith the operation o 
market economy. It advocated the abolition of privileges because .t 
wanted to give a free hand to those men w ho had the mgen . t> 
produce in the cheapest way the greatest quantity o proi 
the best quality. In this negative aspect of then program tic • 
ians and economists agreed with the ideas of those w 10 • • 
status privileges from the point of view of an al egee ng n o ’ 
and the doctrine of the equality of all men Both these groups uerc 
unanimous in the support of the principle of the equ.i i > « * 
under the law. But this unanimity did not eradicate t \c mu . 
opposition between the two lines of thought. . ,, 

In the opinion of the natural law school all men arc 
equal and therefore have the inalienable right to an equa • • , 

things. The first theorem is manifestly contrary to act. I I cml 
theorem leads, when consistently interpreted, to sue 1 a >su 4 j 

its supporters abandon logical consistency altoget icr an * . 

come to consider every institution, however d.«:r„n.natuig and in- 
iquitous, as compatible with the inalienable equality of all [''*»• ™ 
eminent \ r irginians whose ideas animated the . mcnc.an 
acquiesced in the preservation of Negro slavery. \ c J 

system of government that history has ever known, Bolshev is.n, pa¬ 
rades as the very incarnation of the principle of equa it) aiu c 

TheTbcral champions of equality under the law were fuUy^ 
of the fact that men arc born unequal and that it is precisely 
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inequality that generates social cooperation and civilization. Equality 
under the law was in their opinion not designed to correct the in¬ 
exorable facts of the universe and to make natural inequality disap¬ 
pear. It was, on the contrary, the device to secure for the whole of 
mankind the maximum of benefits it can derive from it. Hence no 
man-made institutions should prevent a man from attaining that station 
in which he can best serve his fellow citizens. The liberals approached 
the problem not from the point of view of alleged inalienable rights 
of the individuals, but from the social and utilitarian angle. Equality 
under the law is in their eyes good because it best serves the interests 
of all. It leaves it to the voters to decide who should hold public office 
and to the consumers to decide who should direct production activi¬ 
ties. It thus eliminates the causes of violent conflict and secures a 
steady progress toward a more satisfactory state of human affairs. 

l lic triumph of this liberal philosophy produced all those phenom¬ 
ena which in their totality arc called modern Western civilization. 
1 lowcvcr, this new ideology could triumph only within an environ¬ 
ment in which the ideal of income equality was very weak. If the 
Englishmen of the eighteenth century had been preoccupied with the 
chimera of income equality, laissez-faire philosophy would not have 
appealed t<> them, just as it does not appeal today to the Chinese or 
the .Mohammedans. In this sense the historian must acknowledge that 
the ideological heritage of feudalism and the manorial system con¬ 
tributed to the rise of our modern civilization, however different it is. 

I hose eighteenth-century philosophers who were foreign to the 
ideas of the new utilitarian theory could still speak of a superiority 
of conditions in China and in the .Mohammedan countries. They knew, 
it is true, very little about the social structure of the oriental world. 
What they found praiseworthy in the dim reports they had obtained 
was the absence of a hereditary aristocracy and of big land holdings. 
As they fancied it. these nations hail succeeded better in establishing 
equality than their own nations. 

Then later in the nineteenth century these claims were renewed 
by the nationalists of the nations concerned. The cavalcade was headed 
by Eanslax ism, whose champions exalted the eminence of communal 
land tenure as realized in the Russian ///// and artel and in the sad ruga 
of the N ugoslavs. With the progress of the semantic confusion which 
has converted the meaning of political terms into their very opposite, 
the epithet "democratic'* is now lavishly spent. The Moslem peoples, 
w hich never knew any form of government other than unlimited 
absolutism, are called democratic. Indian nationalists take pleasure in 
speaking of traditional Hindu democracy! 
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Economists and historians are indifferent with regard to all sue 
emotional effusions. In describing the civilizations of the A » at «* “ 
inferior civilizations they do not express any value judgments. > 
merely establish the fact that these peoples did not bring forth hose 
ideological and institutional conditions w hich in ne c-t P r " 
that capitalist civilization the superiority of w hich the Asiatics > 
implicitly accept in clamoring at least for its technological ml 
therapeutical implements and paraphernalia. It is precisely w herone 
recognizes the fact that in the past the culture of many Asiatic pe pie 
was far ahead of that of their Western contemporaries that t uc-- 
tion is raised as to what causes stopped progress in t * • 

case of the Hindu civilization the answer »s obvious. Here 
grip of the inflexible caste system stunted individual "' ti. t c l 
nipped in the bud every attempt to deviate from traditional 
But China and the Mohammedan countries were, apar 
slavery of a comparatively small number of pe<»p v. t . . 

rigidity. They were ruled by autocrats. Bur the individ 
were equal under the autocrat. Even slaves am cunit | lc f orc 

barred from access to the highest dignities. It is t ns q • • ci | 

the ruler to which people refer toda\ m speaking <> 

democratic customs of these Orientals. h these 

The notion of the economic equality of the sublets to 1 ^ tl^c 
peoples and their rulers were committed was not'u ... con . 

vague. But it was very distinct in one respect, name > . : lu iSvidu il 
demning the accumulation of a large fortune by any pi y 

The rulers considered wealthy subjects a threat m I ei. 
supremacy. All people, the rulers as well ru c «.«^ depriving 

that no man can amass abundant means ot u rw isc • . . j 

others of what bv rights should belong to them, and ;• rK 

of the wealthy few are the cause of cx- 

position of wealthy businessmen was • officeholders. 

frcmcly precarious. They were at the mercy o 

Even lavish bribes failed to protect them ..g.m' s c victim 

whole people rejoiced whenever a prosperous businessman fell victim 

to the envy and hatred of the administrators ^ ^ civj|i/ati((n in 

This antichrcmatistic spirit arrested 1 f-. ( . ^ A<; cal) j ta | 

the East and kept the masses 
accumulation was checked, t 

either of colonial domination or of extraterritorial .ur.d.et.on. The e 

violent methods were certainly not the appropna c 


« on the verge of starvation. As capita. 
I. there could be no question of techno- 
talism came to the Fast as an impor cd 
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the traditionalist mentality of the Orientals. But acknowledgment of 
this fact does not invalidate the statement that it was the abhorrence 
of capital accumulation that doomed many hundreds of millions of 
Asiatics to poverty and starvation. 

The notion of equality which our contemporary welfare propa¬ 
gandists have in mind is the replica of the Asiatic idea of equality. 
While vague in every other respect, it is very clear in its abomination 
of large fortunes. It objects to big business and great riches. It advo¬ 
cates various measures to stunt the growth of individual enterprises 
and to bring about more equality by confiscatory taxation of incomes 
and estates. And it appeals to the envy of the injudicious masses. 

The immediate economic consequences of confiscatory policies 
have been dealt with already. 4 It is obvious that in the long run such 
policies must result not only in slowing down or totally checking the 
further accumulation of capital, but also in the consumption of capital 
accumulated in previous days. They would not onlv arrest further 
progress toward more material prosperity, but even reverse the trend 
and bring about a tendency toward progressing poverty. The ideals 
of Asia would triumph; and finally Fast and West would meet on an 
equal level of distress. 

"I be welfare school pretends not only to stand for the interests of 
the whole of society ns against the selfish interests of profit-seeking 
business; it contends moreover that it takes into account the lasting 
secular interests of the nation as against the short-term concerns of 
speculators, promoters, and capitalists who arc exclusively committed 
to profiteering and do not bother about the future of the whole of 
society. This second claim is, of course, irreconcilable with the 
emphasis laid bv the school upon short-run policies as against long- 
run concerns. However, consistency is not one of the virtues of the 
welfare doctrinaires. Let us for the sake of argument disregard this 
contradiction in their statements and examine them without reference 
to their inconsistency. 

Saving, capital accumulation, and investment withhold the amount 
concerned from current consumption and dedicate it to the improve¬ 
ment of future conditions. T he saver foregoes the increase in present 
satisfaction in order to improve his own well-being and that of his 
family in the more distant future. His intentions are certainly selfish 
in the popular connotation of the term. But the effects of his selfish 
conduct arc beneficial to the lasting secular interests of the whole 
of society as well as of all its members. His conduct produces all 
those phenomena to which even the most bigoted welfare propa- 

4. Cf. above, pp. 800-805. 
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gandist attributes the epithets economic improvement and progress 
The policies advocated by the welfare school remove the mccnm 
to saving on the part of private citizens. On one han , t le mea ^ 
directed toward a curtailment of big incomes and ortuncs sen 
reduce or destroy entirely the wealthier people s power to s,n * 
the other hand, the sums which people with moderate inco J 1 ^ P 
viously contributed to capital accumulation arc nnnipulatedin sue 
a way as to channel them into the lines of consumption. , • 

past a man saved by entrusting money to a savings >an or \ 
out an insurance policy, the bank or the insurance company im ested 
the equivalent. Even if the saver at a later date consume 
saved, no disinvestment and capital consumption resu te . 
investments of the savings banks and the insurance companies stcd.lv 

increased in spite of these withdrawals. 

Today there prevails a tendency to push the banks and • 

companies more and more tow ard investment in governn.cn I ond . 
The funds of the social security institutions complctel) c ■ • 
titles to the public debt. As far as public indebtedness w as ie • 

spending for current expenditure, the saving o tie ,ni 1 injikct 
not result in capital accumulation. While in the un um| c ' * 

economy saving, capital accumulation, and investment to ’ 
the interventionist economy the individual cozens savings can be 
dissipated by the government. *1 he individal citizen ,cs 
rent consumption in order to provide for Ins ow n mure, 1 JJ, ot 
he contributes his share to the further economic 
society and to an improvement of his fellow men s s ai <• • f 

But the government 'steps in and removes the socially bene • a dec 
of the individuals’ conduct. Nothing explodes be* cr h. n ^ 
ample the welfare cliche that contrasts the sel is i am i • | e;|slircs 
individual, exclusively committed to the enjoyme, » | ; 

Of the moment and having no regard for 

men and for the perennial concerns of mk . ' promotion of the 

benevolent government, unflaggingly devotee t«> t k p 

lasting welfare of the whole of society. , i.. rst 

The welfare propagandist, it is true, * £ )VcrninclU ' ii 

that the individual’s motive is selfishness, wh.k . fc 
imbued with good intentions. Let us admit for the sake a^umm 

that individuals arc devilish and rulers angelic, u i intentions 
life and reality ^whatever Kant may have *.d_n«t ^ 
hut accomplishments. What makes the existence . i ^ . j 

society possible is precisely the fact that peaceful COO crat o„ u > 
the social division of labor in the long run best serves the selfish eon 
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cerns of all individuals. The eminence of the market society is that its 
w hole functioning and operation is the consummation of this prin¬ 
ciple. 

The second objection points out that under the welfare system 
capital accumulation by the government and public investment are 
to be substituted for private accumulation and investment. It refers 
to the fact that not all the funds which governments borrowed in the 
past were spent for current expenditure. A considerable part was 
invested in the construction of roads, railroads, harbors, airports, 
power stations, and other public works. Another no less conspicuous 
parr was spent for waging wars of defense w hich admittedly could 
not be financed by other methods. The objection, however, misses 
the point. What matters is that a part of the individual's saving is em¬ 
ployed by government for current consumption, and that nothing 
hinders the government from so increasing this part that it in fact 
absorbs the whole. 

It is obvious that if governments make it impossible for their 
subjects to accumulate and to invest additional capital, responsibility 
for the formation of new capital, if there is to be any, devolves upon 
government. I he welfare propagandist, in w hose opinion government 
control is a synonym for Ciods providential care that wisely and 
imperceptibly leads mankind to higher and more perfect stages of an 
inescapable evolutionary progress, fails to sec the intricacy of the 
problem and its ramifications. 

Not only further sav mg and accumulation of additional capital, but 
no less the maintenance of capital at its present level, require curtailing 
today's consumption in order to be more amply supplied later. It is 
abstinence, a refraining from satisfactions which could be reaped 
instantly.- I he market economy brings about an environment in 
which such abstinence is pracriccd to a certain extent, and in which 
its product, the accumulated capital, is invested in those lines in which 
it best satisfies the most urgent needs of the consumers. The questions 
arise whether go\eminent accumulation of capital can be substituted 
tor private accumulation, and in wlut way a government would in- 
\esr additional capital accumulated. I hese problems do not refer only 
to a socialist commonwealth. 1 hey are no less urgent in an interven- 


I o establish this Iact is to lie sure, not an endorsement of the theories which 
1 rud to describe interest as the “reward" ot abstinence. There is in the world of 
reality no mythical agenty that rewards or punishes. What originarv interest 
rvallv is has been shown aboxe m Chapter XIX. Hut as against the would-be 
ironu s of I avalU- {Herr H.uti.it-Schnl;c von Deli 1: sc h in Cicfjnnndtc RcJcn und 
Si brifn-n. ed. Bernstein. V. 16-1. reiterated by innumerable textbooks, it is good 
to emphasize that saving is privation iF.ntbebruny • ) in so far as it deprives the 
saver of an instantaneous cnjovmcnt. 
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tionist scheme that has either totally or almost totally rc, ' ,ovcd ^ 

conditions making for private capital formation. Even the Unite 

States is manifestly more and more approaching such a sta 

* 

Let us consider the case of a government that has got control f 
employment of a considerable part of the citizens savings. 1■« " 
vestments of the social security system, of the prn ate • 1 
panics, of savings banks, and of commercial ban s are t" • t 
determined by the authorities and channeled into the pul -c debr 
The private citizens are still savers. But whether or not ' n f 

bring about capital accumulation and thus increase the ' 11 c 

capital goods available for an improvement of the 'PP-"" 1 / c 
duction depends on the employment of the funds bornm |>> the 
government. If the government squanders these sum' <■' ■ ^ of 

ing them for current expenditure or by malinve'tmei . 
capital accumulation as inaugurated by the saving of .ml. . hu s and 
continued by the investment operations of 1 'c ' |., r if\ 

enterprises is cut off. A contrast between the two wa\s 

the matter: i>;m i»t\c 

In the process of the unhampered market cconoim • ^ 

hundred dollars and deposits it with a savings >an . . <in 

choosing a bank which is wise in its lending and investing . 

increment in capital results, and brings about a rise m t | 
of labor. Out of the surplus thus produced a part goes u 
shape of interest. If Bill blunders in the choice of h« IkihU and enr. 
his hundred dollars to a bank that fails, he goes cmpt\ 1,1 1 , j n 

In the process of government interference w 1,1 . s * , ^ aollnrs 

vestment, Paul in the year 1940 saves b\ paying one . in| c a 

to the national social security institution.*’ He receives • ^ | 

claim which is virtually an unconditional government I^ ^ 
government spends the hundred dollars foi eurreii | | 

S«o,,,l c.pL, come, into 

tivity of labor results. I he government s IO fuHill the 

the future taxpayers. In ,, 7 o a certain ftrtcr may have to fu'hll the 
government’s promise although he himself docs no < 
from the fact that Paul in 1940 saved one hum ret 1 ” '' Sov j ct 
Thus it becomes obvious that there .s no need r« mA a Sm ^ 
Russia in order to comprehend the role that pu > k • hunlc . n 
our day. The trumpery argument that the pu > ■ 1 c j not 

because Ve owe it to ourselves" is delusive. I he Pauls of . 94 ” 


6 . It makes no difference whether Paul lumsc^ |>a\s *lus humlrc 
whether the law obliges his employer to pay it- 


N « 
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owe ir ro themselves. It is the Peters of 1970 who owe it to the Pauls 
of 1940. The whole system is the acme of the short-run principle. The 
statesmen of 1940 solve their problems by shifting them to the states¬ 
men of 1970. On that date the statesmen of 1940 w ill be either dead or 
elder statesmen glorying in their wonderful achievement, social 


security. 

The Santa Claus fables of the welfare school arc characterized by 
their complete failure to grasp the problems of capital. It is precisely 
this defect that makes it imperative to deny them the appellation wel¬ 
fare economics w ith which they describe their doctrines. He who docs 
not take into consideration the scarcity of capital goods available is not 
an economist, but a fabulist. He docs not deal with reality but with a 
fabulous world of plenty. All the effusions of the contemporary wel¬ 
fare school arc, like those of the socialist authors, based on the implicit 
assumption that there is an abundant supply of capital goods. Then, 
of course, it seems casv to find a remedv for all ills, ro give to every- 
body “according to his needs" and to make everyone perfectly happy. 

Ir is true that some of the champions of the welfare school feel 
troubled by a dim notion of the problems involved. They realize that 
capital must be maintained intact if the future productivity of labor is 


not to be impaired. 7 However, these authors too fail to comprehend 
that even the mere maintenance of capital depends on the skillful han¬ 
dling of the problems of investment, that it is always the fruit of suc¬ 
cessful speculation, and that endeavors to maintain capital intact pre¬ 
suppose economic calculation and thereby the operation of the market 
economy. The other welfare propagandists ignore the issue com¬ 
pletely. Ir docs not matter whether or not thev endorse in this respect 
the Marxian scheme or resort to the invention of new chimerical no¬ 


tions such as “the self-perpetuating character" of useful things." In 
any event their teachings arc designed to provide a justification for the 
doctrine which blames oversaving and underconsumption for all that 
is unsatisfactory and recommends spending as a panacea. 

When pushed hard by economists, some welfare propagandists and 
socialists admit that impairment of the average standard of living can 
only be avoided by the maintenance of capital already accumulated 
and that economic improvement depends on accumulation of addi¬ 
tional capital. .Maintenance of capital and accumulation of new capital, 


-. This refers especially to the u mines of Professor A. C. Pigou, the various 
editions of his hook 77 v Economics of Welfare and miscellaneous articles. For a 
critique of Professor Pigou s ideas, cf. Havck, Profits. Interest and Investment 
fl.nndon. 19*9). pp. 8 ?-i«4. 

s'. Cf. F. If. Kniglu. "Professor Aliscs and the Theory of Capital,” Economica, 
VIII ( 1941), 409-4:7. 


Welfare Principle Versus Market Principle 845 

they say, will henceforth be a task of government. They «ill no 
longer be left to the selfishness of individuals, exclusive \ co ^ 
with their own enrichment and that of their families; t xc au » 
will deal with them from the point of view of the common xx ca • 

The crux of the issue lies precisely in the operation of *lhshncs■. 
Under the system of inequality this selfishness impc s a ,n,in ° 
and always to invest his savings in such a wax as to i >cs 
urgent needs of the consumers. Under the system o ct l. f lltvirc 
motive fades. The curtailment of consumption in the 
is a perceptible privation, a blow to the individuals se fish aims. I c 
increment in the supply available in more distant periods of tl c utu. 
which is expected from this immediate privation is> tss r <» ' n 

for the average intellect. Moreover, its benefit 1a ct co cs> • ' i v » r aiv 

system of public accumulation, so thinlx spread out t a • . 

appear to i man as an appropriate compensation for xx hat Ik regots 
today. The welfare school blithely assumes that the c\pcL • ^ 

the fruits of today’s saving will be reaped cqua x »> t K ' ' sav . 

future generation will turn everybody's selfishness tow a k ^ 

ing. Thus they fall prey to a corollary of Plato s illusion • [ ^ 

ing people from knowing xvhich children s pai tilts t ic • SV(n ^\ 
spire them with parental feelings toward all younger p * | • 

have been wise if the xvclfarc school had been muu 11 j c , n j| v 
observation that the result will rather be that all parents xx ,11 be cqua > 

indifferent to all children. 0 . . . ; # , e «li,lilc for 

The problem of maintaining and increasing capita s Such 
a socialist system which cannot resort to economic calcul. • * 
a socialist commonwealth lacks any 
Its capital equipment is decreasing or increasing, 
tionisin andLL a socialist system which , . 

to economic calculation on the basis of pri . j xvlisit 

things are not so bad. Here it is at least possi » c to c 

>S If°lucha country is under a democratic governmentl‘cco.i.c 
of capital preservation and accimndat.on of a d.tio^^ to 

the main issue of political antagonisms. 1 (1>nM11 „,uion than 

contend that more could be dedicated to ^ nrc t |j spo scd to 

those who happen to be m power or the " 1 ^ ,. jn t| J rcscnt 

allow. They will always be ready to dec . n : t;1 | f or 

emergency" there cannot be any question » P 1 11 b I f I 

later daysand that, on the contrary, consumption of a part 

9. Cf. Aristotle, Politics, Bit. II. chap, m in The B«s,c Works of At, noth, cl 
R. McKcon (New York, 1945 b pp- 1 ‘ 4 8 »• 
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capital already available is fully justified. The various parties will 
outbid one another in promising the voters more government spend¬ 
ing and at the same time a reduction of all taxes which do not ex¬ 
clusively burden the rich. In the days of laissez fairc people looked 
upon government as an institution whose operation required an 
expenditure of money which must be defrayed by taxes paid by the 
citizens. In the individual citizens’ budgets the state was an item of 
expenditure. Today the majority of the citizens look upon govern¬ 
ment as an agency dispensing benefits. The wage earners and the 
farmers expect to receive from the treasury more than they con¬ 
tribute to its revenues. The state is in their eyes a spender, not a 
taker. These popular tenets were rationalized and elevated to the 
rank of a (juasi-economic doctrine by Lord Keynes and his disciples. 
Spending and unbalanced budgets are merely synonyms for capital 
consumption. If current expenditure, however beneficial it may be 
considered, is financed by taxing away those parts of higher incomes 
which would have been employed for investment, by inheritance 
taxes, or by borrow ing, the government becomes a factor making 
for capital consumption. The fact that in present-day America there 
is probably still a surplus of annual capital accumulation over 
annual capital consumption docs not invalidate the statement that 
the total complex of the financial policies of the Federal Government, 
the States, and the municipalities tends toward capital consumption. 

Many who are aware of the undesirable consequences of capital 
consumption are prone to believe that popular government is in¬ 
compatible w ith sound financial policies. They fail to realize that not 
democracy as such is to be indicted, but the doctrines which aim 
at substituting the Santa Claus conception of government for the 
night watchman conception derided by Lassallc. What determines 
flu* course of a nation's economic policies is always the economic 
ideas held by public opinion. No government, w hether democratic 
**1* dictatorial, can free itself from the sw ay of the generally accepted 
ideology. 

1 hose advocating a restriction of the parliament’s prerogatives in 
Inulgctinp ami taxation issues or even a complete substitution of 
authoritarian government for representative government arc blinded 
by the chimerical image of a perfect chief of state. This man. no less 
benevolent than w ise. would be sincerely dedicated to the promotion 
of his subjects' lasting w elfare. The real Fiihrer. how ever, turns out 
to be a mortal man who first of all aims at the perpetuation of his 

10. I lie attempts to answer this question !»y statistics arc futile in this age of 
inflation an«l crc<lit expansion. 
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own supremacy and that of his kin, his friends, and his party. As 
far as he may resort to unpopular measures, he does so for the sake 
of these objectives. He does not invest and accumulate capital. He 
constructs fortresses and equips armies. 

i'he much talked about plans of the Soviet and Nazi dictators in¬ 
volved restriction of current consumption for the sake of invest¬ 
ment.’* The Nazis never tried to suppress the truth that all these 
investments were designed as a preparation for the wars of aggres¬ 
sion that they planned. The Soviets were less outspoken at the be¬ 
ginning. But today they proudly declare that all their planning was 
directed by considerations of war preparedness. History does not 
provide any example of capital accumulation brought about by a 
government. As far as governments invested in the construction of 
roads, railroads, and other useful public works, the capital needed 
was provided by the savings of individual citizens and borrowed by 
the government. But the greater part of the public debts was spent 
for current expenditure. What individuals had saved was dissipated 
by the government. 

Even those who look upon the inequality of wealth and incomes 
as a deplorable thing, cannot deny that it makes for progressing 
capital accumulation. And it is additional capital accumulation alone 
that brings about technological improvement, rising w age rates, and 
a higher standard of living. 


4. Insecurity 

The vague notion of security which the welfare doctrinaires have 
in mind when complaining about insecurity refers to something like 
a warrant by means of which society guarantees to everybody, irre¬ 
spective of his achievements, a standard of living which he considers 
satisfactory. 

Security in this sense, contend the eulogists of times gone by, w as 
provided under the social regime of the Middle Ages. There is, 
however, no need to enter into an examination of these claims. Real 
conditions even in the much-glorified thirteenth century were differ¬ 
ent from the ideal picture painted by scholastic philosophy; these 
schemes were meant as a description of conditions not as they were 
but as they ought to be. But even these utopias of the philosophers 
and theologians allow for the existence of a numerous class of desti¬ 
tute beggars, entirely dependent on alms given by the wealthy. This 
is not precisely the idea of securin' which the modern usage of the 
term suggests. 



Human Action 


848 

The concept of security is the wage earners’ and small farmers’ 
pendant to the concept of stability held by the capitalists. 11 In the 
same way in which capitalists want to enjoy permanently an in¬ 
come which is not subject to the vicissitudes of changing human 
conditions, wage earners and small farmers want to make their reve¬ 
nues independent of the market. Both groups are eager to withdraw 
from the flux of historical events. No further occurrence should im¬ 
pair their own position; on the other hand, of course, they do not 
expressly object to an improvement of their material well-being. That 
structure of the market to which thev have in the past adjusted their 
activities should never be altered in such a w av as to force them to 
a new adjustment. 1 he farmer in a European mountain valley waxes 
indignant upon encountering the competition of Canadian farmers 
producing at lower costs. T he house painter boils over with rage 
w hen the introduction of a new appliance affects conditions in his 
sector of the labor market. It is obvious that the w ishes of these 
people could be fulfilled only in a perfectly stagnant world. 

A characteristic feature of the unhampered market society is that 
it is no respecter of vested interests. Past achievements do not count 
if they are obstacles to further improvement. The advocates of se¬ 
curity are therefore tjuite correct in blaming capitalism for inse¬ 
curity. But they distort the facts in implying that the selfish interests 
of capitalists and entrepreneurs arc responsible. What harms the 
Nested interests is the urge of the consumers for the best possible 
satisfaction of their needs. Not the greed of the wealthy few, but 
the propensity of everyone to take advantage of any opportunity 
offered for an improvement of his ow n w ell-being makes for producer 
insecurity. \\ hat makes the house painter indignant is the fact that 
his fellow citizens prefer cheaper houses to more expensive ones. 
And the house painter himself, in preferring cheaper commodities 
to clearer ones, contributes his share to the emergence of insecurity 
in other sectors of the labor marker. 

It is certainly true that the necessity to adjust oneself again and 
again to changing conditions is onerous. But change is the essence 
of life. In an unhampered market economy the absence of security, 
i.e.. the absence of protection for vested interests, is the principle that 
makes for a steady improvement in material well-hcin?. There is no 
need to argue w ith the bucolic dreams of Virgil and of eighteenth- 
century poets and painters. There is no need to examine the kind of 
security which the real shepherds enjoyed. No one really wishes 
to change places with them. 

11. Cf. above, pp. joo-j’y. 
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The longing for security became especially intense in the great 
depression that started in 1929. It met with an enthusiastic response 
from the millions of unemployed. That is capitalism for you, shouted 
the leaders of the pressure groups of the farmers and the wage earners. 
Yet the evils were not created by capitalism, bur, on the contrary, 
by the endeavors to “reform” and to “improve the operation of 
the market economy by interventionism. The crash was the neces¬ 
sary outcome of the attempts to lower the rate of interest by credit 
expansion. Institutional unemployment was the inevitable result of 
the policy of minimum wage rates. 


5. Social Justice 


In one respect at least present-day welfare propagandists arc su¬ 
perior to most of the older schools of socialists and reformers. 1 he\ 
no longer stress a concept of social justice with whose arbitrary pre¬ 
cepts men should comply however disastrous the consequences may 
be. They endorse the utilitarian point of view. 1 hey do not oppose 
the principle that the only standard for appreciating social systems 
is judging them with regard to their ability to realize the ends sought 
by acting men. 

However, as soon as they embark upon an examination of the op¬ 
eration of the market economy, they forget their sound intentions. 
They hold up a set of metaphysical principles and condemn the mar¬ 
ket economy beforehand because it docs not conform to them. I he\ 
smuggle in through a back door the idea of an absolute standard of 
morality which they had barred from the main entrance. In searching 
for remedies against poverty, inequality, and insecurity, they come 
step by step to endorse all the fallacies of the older schools of so¬ 
cialism and interventionism. T hey become more and more entangled 
in contradictions and absurdities. Finally they cannot help catching 
at the straw at which all earlier “unorthodox” reformers tried to grasp 


—the superior wisdom of perfect rulers. I heir last word is always 
state, government, society, or other cleverly designed synonyms for 
the superhuman dictator. 

The welfare school, foremost among them the Cicrman KatbcJcr- 
sozialisteu and their adepts, the American Institutionalists, have pub¬ 
lished many thousands of volumes stuffed with punctiliously docu¬ 
mented information about unsatisfactory conditions. In their opinion 
the collected materials clearly illustrate the shortcomings of capital¬ 


ism. In truth they merely illustrate the fact that human wants are 
practically unlimited and that there is an immense field open for 
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further improvements. They certainly do not prove any of the state¬ 
ments of the welfare doctrine. 

There is no need to tel! us that an ampler supply of various com¬ 
modities would be welcome to all people. The question is whether 
there is any means of achieving a greater supply other than by in¬ 
creasing the productivity of labor by the investment of additional 
capital. All the babble of the welfare propagandists aims only at one 
end, namely, obscuring this point, the point that alone matters. While 
the accumulation of additional capital is the indispensable means for 
any further economic progress, these people speak of “oversaving” 
and “overinvestment,” of the necessity of spending more and of 
restricting output. Thus they arc the harbingers of economic retro¬ 
gression, preaching a philosophy of decay and social disintegration. 
A society arranged according to their precepts may appear to some 
people as fair from the point of view of an arbitrary standard of 
social justice. But it will certainly be a society of progressing poverty 
for all its members. 

For a century at least public opinion in Western countries has 
been deluded by the idea that there is such a thing as “the social 
question” or "the labor problem.” The meaning implied was that the 
very existence of capitalism hurts the vital interests of the masses, 
especially those of the wage earners and the small farmers. The 
preservation of this manifestly unfair system cannot be tolerated; 
radical reforms arc indispensable. 

I he truth is that capitalism has not only multiplied population 
figures but at the same time improved the peoples standard of liv¬ 
ing in an unprecedented way. Neither economic thinking nor his¬ 
torical experience suggest that any other social system could be 
more beneficial to the masses than capitalism. The results speak for 
themselves. I he marker economy needs no apologists and propa¬ 
gandists. It can apply to itself the words of Sir Christopher Wren's 
epitaph in St. Paul's: Si momnnentum requiris , circumspicc 

1:. If you seek his monument, look around. 
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The Harvest of Interventionism 

ie interventionist policies as practiced for many decades by all 
governments of the capitalistic West have brought about all 
those effects which the economists predicted. I here arc wars and 
civil wars, ruthless oppression of the masses by clusters <»t sclt- 
appointed dictators, economic depressions, mass unemployment, i.ipi- 

tal consumption, famines. .... . . 

However, it is not these catastrophic events which have led to 
the crisis of interventionism. The interventionist doctrinaires and 
their followers explain all these undcsircd consequences as the un¬ 
avoidable features of capitalism. As they see it. it is precise y t iese 
disasters that clearly demonstrate the necessity of intensifying inter¬ 
ventionism. The failures of the interventionist policies do not in the 
least impair the popularity of the implied doctrine. kn arc M » 1,1 
terpreted as to strengthen, not to lessen, the prestige «»l t R, ' c lc,K ‘ 
ings. As a vicious economic theory cannot he simply .eluted h\ 
historical experience, the interventionist propagandists have nun 
able to go on in spite of all the havoc they have spread. 

Yet the age of interventionism is reaching its end. ntc r\ uitiomsi 
has exhausted all its potentialities and must disappear. 


2. The Exhaustion of the Reserve Fund 

The idea underlying all interventionist policies is that 
income and wealth of the more affluent part «>l » u ‘ P'M >U 1 * 

fund which can he freely used for the improvement of the conditi 
of the less prosperous. The essence of the interventionist pol.c> is 
to take from one group to give to another. It is c«nl^,on and dis¬ 
tribution. Every measure is ultimately justihed b\ ki am y 
is fair to curb the rich for the benefit of the poor. 

In the field of public finance progressive taxation of .nco.ncs and 

estates is the most characteristic manifestation «>f t ns i ot 1,1 Ci 


the rich and spend the revenue for the improvement of the 
tion of the poor, is the principle of contcmpoiary >ui gt s. 
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field of industrial relations shortening the hours of work, raising 
wages, and a thousand other measures are recommended under the 
assumption that they favor the employee and burden the employer. 
Every issue of government and community affairs is dealt with ex¬ 
clusively from the point of view of this principle. 

An illustrative example is provided by the methods applied in the 
operation of nationalized and municipalized enterprises. These enter¬ 
prises very often result in financial failure; their accounts regularly 
show losses burdening the state or the city treasury. It is of no use 
to investigate whether the deficits are due to the notorious inefficiency 
of the public conduct of business enterprises or, at least partly, to 
the inadequacy of the prices at which the commodities or sen ices 
arc sold to the customers. What matters more is the fact that the tax¬ 
payers must cover these deficits. The interventionists fully approve 
of this arrangement. They passionately reject the two other possible 
solutions: selling the enterprises to private entrepreneurs or raising 
the prices charged to the customers to such a height that no further 
deficit remains. The first of these proposals is in their eyes mani¬ 
festly reactionary because the inevitable trend of history is toward 
more and more socialization. The second is deemed “antisocial” be¬ 
cause it places a heavier load upon the consuming masses. It is fairer 
to make the taxpayers, i.c., the wealthy citizens, bear the burden. 
'Their ability to pay is greater than that of the average people riding 
the nationalized railroads and the municipalized subways, trolleys, 
and busses. To ask that such public utilities should be self-supporting, 
is, say the interventionists, a relic of the old-fashioned ideas of ortho¬ 
dox finance. One might as well aim at making the roads and the public- 
schools self-supporting. 

It is not necessary to argue with the advocates of this deficit policy. 
It is obvious that recourse to this ability-to-pav principle depends 
on the existence of such incomes and fortunes as can still be taxed 
away. It can no longer be resorted to once these extra funds have 
been exhausted by taxes and other interventionist measures. 

This is precisely the present state of affairs in most of the Euro¬ 
pean countries. The United States has nor yet gone so far; but if 
the actual trend of its economic policies is not radically altered verv 
soon, it will be in the same condition in a few years. 

For the sake of argument we may disregard all the other conse¬ 
quences which the full triumph of the ability-to-pav principle must 
bring about and concentrate upon its financial aspects. 

I he interventionist in advocating additional public expenditure is 
not aware of the fact that the funds available are limited. He docs not 
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realize that increasing expenditure in one department enjoins restrict¬ 
ing it in other departments. In his opinion there is plenty of money 
available. The income and wealth of the rich can be freely tapped. 
In recommending a greater allowance for the schools he simply 
stresses the point that it would be a good thing to spend more or 
education. He docs not venture to prove that to raise the budgetary 
allowance for schools is more expedient than to raise that of an¬ 
other department, e.g., that of health. It never occurs to um a 
grave arguments could be advanced in favor of restricting pu > 
spending and lowering the burden of taxation. I he champions of 
cuts in the budget arc in his eyes merely the defenders of the man. 

festly unfair class interests of the rich. 

.With the present height of income and inheritance tax rates, 
reserve fund out of which the interventionists seek to cov er an pu 
lie expenditure is rapidly shrinking. It has practica \ c ' S, W C *' 1 k 
altogether in most European countries. In the Enitct ‘ tates 
cent advances in tax rates produced only negligible revenue res 
beyond what would be produced by a progression which ^oppe 
at much lower rates. High surtax rates for the rich are very pop Jr 
with interventionist dilettantes and demagogues, but the) sicui . 
modest additions to the revenue.' From day to day ir ccomcs 
obvious that large-scale additions to the amount of public ex - 
ture cannot be financed by “soaking the rich ” but that the u,d n 
must be carried by the masses. The traditional tax policy of the a 
of interventionism, its glorified devices of progressive taxa ». 
lavish spending, have been carried to a point at w nt ’ . , 

surdity can no longer be concealed. 1 he notorious P rn c I ' ' 
whereas private expenditures depend on the si/e of inline *'*"*"*' 
public revenues must be regulated according to expem i ,,lcs - 
itself. Henceforth, governments will have to realize that « nc >Hnr 

cannot he spent twice, and that the various items o govt 

_\i-irh one another. Every penny ol aciiii 


penditurc are in conflict with one anoth 
tional government spending will have to be co tctci j I 
those people who hitherto have been intent upon su F . ' 

burden to other croups. Those anxious to get su >su ics nv i 


iselv 
main 
to 

>cr cent on the 


i. In the United States the surtax rate under the M; { : ^this level, the 
taxable income bracket Si 2.000-*6.000. If the surtax . * J.JiHion or zM per cent 
loss of revenue on ,942 income would have been a^Vame v^r the total net in- 
of the total individual income tax for that y ear. • million. Complete 

comes in the income classes of S.0.000 and above J was 

confiscation of these incomes would not have prm ucc ‘ ' ni i||j OI1 . Cf. A Tax 
obtained in this year from all taxable incomes, tunic . 5 . 4 . (New York, 

Program for a Solvent America, Committee on Postwar I av I onc> 

' 94 J). pp. 116-117, 120. 
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foot the bill themselves for the subsidies. The deficits of publicly 
owned and operated enterprises will be charged to the bulk of the 
population. 

The situation in the employer-employee nexus will be analogous. 
The popular doctrine contends that wage earners are reaping “social 
gains" at the expense of the unearned income of the exploiting classes. 
The strikers, it is said, do not strike against the consumers but against 
“management." There is no reason to raise the prices of products when 
labor costs arc increased; the difference must be borne by employers. 
But when more and more of rhe share of the entrepreneurs and capi¬ 
talists is absorbed by taxes, higher wage rates, and other “social gains" 
of employees, and by price ceilings, nothing remains for such a buffer 
function. Then it becomes evident that every wage raise, with .its 
w hole momentum, must affect the prices of the products and that 
rhe social gains of each group fully correspond to the social losses 
of the other groups. Every strike becomes, even in the short run and 
not only in the long run. a strike against the rest of the people. 

An essential point in the social philosophy of interventionism is the 
existence of an inexhaustible fund which can be squeezed forever. 
The whole doctrine of interventionism collapses w hen this fountain 
is drained off. The Santa Claus principle liquidates itself. 


The End of Interventionism 

l hc interventionist interlude must come to an end because inter¬ 
ventionism cannot lead to a permanent system of social organization. 
I he reasons arc threefold. 

First: Restrictive measures always restrict output and the amount 
of ttoods available for consumption. W hatever arguments may be 
advanced in favor of definite restrictions and prohibitions, such meas¬ 
ures in themselves can never constitute a system of social production. 

Second: All varieties of interference with the market phenomena 
not only fail to achieve the ends aimed at by their authors and sup¬ 
porters. but bring about a state of affairs which—from the point of 
view of their authors' and advocates’ valuations—is less desirable 
than the previous state of affairs which they were designed to alter. 
If one wants to correct their manifest unsuitablcncss and preposter- 
ousness by supplementing the first acts of intervention with more 
and more of such acts, one must go farther and farther until the 
market economy has been entirely destroyed and socialism has been 
substituted for it. 

Third: Interventionism aims at confiscating the “surplus" of one 
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part of the population and at giving it to the other part. Once this 
surplus is exhausted by total confiscation, a further continuation of 
this policy is impossible. 

Marching ever further on the way of interventionism, first Ger¬ 
many, then Great Britain and many other European countries have 
adopted central planning, the Hindcnburg pattern of socialism. It is 
noteworthy that in Germany the deciding measures were not re¬ 
sorted to by the Nazis, but some time before Hitler seized power bv 
Briining, the Catholic Chancellor of the Weimar Republic, and in 
Great Britain not by the Labor Party but by the Tory Prime Minister 
Mr. Churchill. The fact has been purposely obscured by the great 
sensation made in Great Britain about the nationalization of the Bank 
of England, the coal mines, and other enterprises. I low ever, these 
seizures were of subordinate importance only. Great Britain is to 
be called a socialist country not because certain enterprises have been 
formally expropriated and nationalized, but because all the economic 
activities of all citizens arc subject to full control by the government 
and its agencies. The authorities direct the allocation of capital and 
of manpower to the various branches of business; they determine 
what should be produced and in what quality and quantity, and 
they assign to each consumer a definite ration. Supremacy in a eco¬ 
nomic matters is exclusively vested in the government. I he peop c 
are reduced to the status of wards. To the businessmen, the forme, 
entrepreneurs, merely quasi-managcrial functions are left. A t ut 
they arc free to do is to carry into effect the entrepreneurial decisions 
of the authorities within a neatly delimited narrow held. 

It has been shown that the managerial system, i.e., the av*'gn- 
ment of ancillary tasks in the conduct of business to responsi > < K P 
ers to whom a certain amount of discretion can he grantee . is pos¬ 
sible only within the frame of the profit systeni.y Wlwt characterizes 
the manager as such and imparts to him a condition dil cienr 10m 
that of the mere technician is that, within the sphere of his assign¬ 
ment, he himself determines the methods by w Inch his actions s mu e 
conform to the profit principle. In a socialist system m which there 
is neither economic calculation nor capital accounting mu P'o 1 
computation, there is no room left for managerial activities utK |- 
But as long as a socialist commonwealth is still in a position to 1a 
culate on the ground of prices determined on foreign 
can a\*r\ •inlSvA « hierarchy to some e\te 


markers, it 
nt. 


can also utilize a quasi-managerial hierarchy to some extern. 

It is a poor makeshift to call any age an age of transition. In the 
living world there is always change. Every age is an age of transition. 


living 

*• Cf. above, pp. 301-305. 
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We may distinguish between social systems that can last and such 
as are inevitably transitory because they are self-destructive. It has 
already been pointed out in what sense interventionism liquidates it¬ 
self and must lead to socialism of the German pattern. Most of the 
European countries have already reached this phase, and nobody 
knows whether or not the United States will follow suit. But as long 
as the United States clings to the market economy and does not adopt 
the system of full government control of business, the socialist econo¬ 
mics of Western Europe will still be in a position to calculate. Their 
conduct of business still lacks the characteristic feature of socialist 
conduct; it is still based on economic calculation. It is therefore in 
every respect very different from what it would become if all the 
world were to turn toward socialism. 

It is often said that one half of the world cannot remain com¬ 
mitted to the market economy when the other half is socialist, and 
vice versa. However, there is no reason to assume that such a partition 
of the earth and the coexistence of the two systems is impossible. 
If this is really the case, then the present economic system of the 
countries that have discarded capitalism may go on for an indefinite 
period of time. Its operation may result in social disintegration, chaos, 
•and misery for the peoples. But neither a low standard of living nor 
progressive impoverishment automatically liquidates an economic sys¬ 
tem. It gives way to a more efficient system only if people themselves 
are intelligent enough to comprehend the advantages such a change 
might bring them. Or it may be destroyed by foreign invaders pro¬ 
vided with better military equipment by the greater efficiency of their 
own economic system. 

Optimists hope that at least those nations which have in the past 
developed the capitalist market economy and its civilization will 
cling to this system in the future too. There arc certainly as many 
signs to confirm as to disprove such an expectation. It is vain to 
speculate about the outcome of the great ideological conflict between 
the principles of private ownership and public ownership, of indi¬ 
vidualism and totalitarianism, of freedom and authoritarian regi¬ 
mentation. All that we can know beforehand about the re¬ 
sult of this struggle can he condensed in the following three state¬ 
ments: 

1. We have no knowledge whatever about the existence and op¬ 
eration of agencies which would bestow final victory in this clash 
on those ideologies whose application will secure the preservation and 
further intensification of societal bonds and the improvement of man¬ 
kind's material well-being. Nothing suggests the belief that progress 


The Crisis of Interventionism 857 

toward more satisfactory conditions is inevitable or a relapse into 
very unsatisfactory conditions impossible. 

2. Men must choose between the market economy and socialism. 
They cannot evade deciding between these alternatives by adopting 
a “middle-of-the-road” position, whatever name they may give to it. 

3. In abolishing economic calculation the general adoption of so¬ 
cialism would result in complete chaos and the disintegration ot 
social cooperation under the division of labor. 



Part Seven 


The Place of Economics in Society 


XXXVII. THE NONDESCRIPT CHARACTER OF 

ECONOMICS 

i. The Singularity of Economics 

W ii \ i assigns economics its peculiar and unique position in the 
orbit both of pure knowledge and of the practical utilization 
of knowledge is the fact that its particular theorems arc not open 
to am verification or falsification on the ground of experience. Of 
course, a measure suggested by sound economic reasoning results 
in producing the effects aimed at. and a measure suggested bv faulty 
economic reasoning fails to produce the ends sought. But such experi¬ 
ence is always still historical experience, i.e.. the experience of com¬ 
plex phenomena. It can never, as has been pointed our, prove or dis¬ 
prove am particular theorem.' The application of spurious economic 
theorems results in undcsired consequences. But these effects never 
have that undisputablc power of conviction w hich the experimental 
f.u ts in the field of the natural sciences provide. The ultimate yard¬ 
stick of an economic theorem's correctness or incorrectness is solely 
reason unaided by experience. 

The ominous import of this state of affairs is that it prevents the 
naive mind from recognizing the reality of the things economics 
deals w ith. “Real" is. in the eyes of man. all that he cannot alter and 
to whose existence he must adjust his actions if he wants to attain 
his ends. The cognizance of realitv is a sad experience. It teaches the 
limits on the satisfaction of one’s wishes. Only reluctantly docs man 
resign himself to the insight that there arc things, viz., the whole 
complex of all causal relations between events, which wishful think¬ 
ing cannot alter. Yet sense experience speaks an easily perceptible 
language. There is no use arguing about experiments. The reality of 
experimentally established facts cannot be contested. 

But in the field of praxcological know ledge neither success nor fail¬ 
ure speaks a distinct language audible to cvcrvhodv. The experience 
derived exclusively from complex phenomena does not bar escape 
into interpretations based on wishful thinking. The naive man’s 
propensity to ascribe omnipotence to his thoughts, however confused 

i. Cf. above, pp. 31-32. 
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and contradictory, is never manifestly and unambiguously falsified 
by experience. The economist can never refute the economic cranks 
and quacks in the way in which the doctor refurcs the medicine man 
and the charlatan. History speaks only to those people who know 
how to interpret it on the ground of correct theories. 

2. Economics and Public Opinion 

The significance of this fundamental epistemological difference 
becomes clear if we realize that the practical utilization of the teach¬ 
ings of economics presupposes their endorsement by public opinion. 
In the market economy the realization of technological innovations 
does not require anything more than the cognizance of their reason¬ 
ableness by one or a few enlightened spirits. No dullness and clumsi¬ 
ness on the part of the masses can stop the pioneers of improvement. 
There is no need for them to win the approval of inert people before¬ 
hand. They are free to embark upon their projects even if everyone 
else laughs at them. Later, when the new, better, and cheaper products 
appear on the market, these scoffers will scramble for them. How¬ 
ever dull a man may be, he knows how to tell the difference between 
a cheaper shoe and a more expensive one, and to appreciate the useful¬ 
ness of new products. 

Hut it is different in the field of social organization and economic- 
policies. Here the best theories are useless if not supported by public- 
opinion. They cannot work if not accepted by a majority of the 
people. Whatever the system of government may be, there cannot 
l)c any question of ruling a nation lastingly on the ground of doc¬ 
trines at variance with public opinion. I11 the end the philosophy of 
the majority prevails. In the long run there cannot be any such 
thing as an unpopular system of government. T he difference between 
democracy and despotism docs not affect the final outcome. It refers 
only to the method by which the adjustment of the system of gov¬ 
ernment to the ideology held by public opinion is brought about. 
Unpopular autocrats can only be dethroned by revolutionary up¬ 
heavals, while unpopular democratic rulers are peacefully ousted in 
the nexr election. 

The supremacy of public opinion determines not only the singular 
role that economics occupies in the complex of thought and knowl¬ 
edge. It determines the whole process of human history. 

The customary discussions concerning the role the individual plays 
in history miss the point. Everything that is thought, done and ac¬ 
complished is a performance of individuals. New ideas and innova- 
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rions are always an achievement of uncommon men. But these great 
men cannot succeed in adjusting social conditions to their plans 
if they do not convince public opinion. 

The flowering of human society depends on two factors: the in¬ 
tellectual power of outstanding men to conceive sound social and 
economic theories, and the ability of these or other men to make 
these ideologies palatable to the majority. 

3. The Illusion of the Old Liberals 

1 he masses, the hosts of common men, do not conceive any ideas, 
sound or unsound. They only choose between the ideologies de¬ 
veloped by the intellectual leaders of mankind. But their choice is 
final and determines the course of events. If they prefer bad doc¬ 
trines, nothing can prevent disaster. 

The social philosophy of the Enlightenment failed to sec the 
dangers that the prevalence of unsound ideas could engender. The 
objections customarily raised against the rationalism of the classical 
economists and the utilitarian thinkers are vain. But there was one 
deficiency in their doctrines. They blithely assumed that what is rea¬ 
sonable will carry on merely on account of its reasonableness. They 
never gave a thought to the possibility that public opinion could 
favor spurious ideologies w hose realization w ould harm welfare and 
w ell-being and disintegrate social cooperation. 

It is fashionable today to disparage those thinkers who criticized 
the liberal philosophers’ faith in the common man. Yet, Burke and 
Haller, Bonald and dc Maistre paid attention to an essential problem 
which the liberals had neglected. T hey were more realistic in the 
appraisal of the masses than their adversaries. 

Of course, the conservative thinkers labored under the illusion that 
the traditional system of paternal government and the rigidity of eco¬ 
nomic institutions could be preserved. They w ere full of praise for 
the ancicn regime which had made people prosperous and had even 
humanized war. But they did not see that it was precisely these 
achievements that had increased population figures and thus created 
an excess population for which there was no room left in the old 
system of economic restrictionism. They shut their eves to the growth 
of a class of people which stood outside the pale of the social order 
they wanted to perpetuate. They failed to suggest any solution to 
the most burning problem with which mankind had to cope on the 
eve of the “Industrial Revolution.’* 

Capitalism gave the w orld what it needed, a higher standard of liv- 


The Nondescript Character of Economics 861 

ing for a steadily increasing number of people. But the liberals, the 
pioneers and supporters of capitalism, overlooked one essential point. 
A social system, however beneficial, cannot work if it is not sup¬ 
ported by public opinion. They did not anticipate the success of the 
anticapitalistic propaganda. After having nullified the fable of the 
divine mission of anointed kings, the liberals fell prey to no less illu¬ 
sory doctrines, to the irresistible power of reason, to the infallibility 
of the volonte generate and to the divine inspiration of majorities. In 
the long run, they thought, nothing can stop the progressive improve¬ 
ment of social conditions. In unmasking age-old superstitions the 
philosophy of the Enlightenment has once and for all established the 
supremacy of reason. The accomplishments of the policies of free¬ 
dom will provide such an overwhelming demonstration of the bless¬ 
ings of the new ideology that no intelligent man will venture to ques¬ 
tion it. And, implied the philosophers, the immense majority of people 
arc intelligent and able to think correctly. 

It never occurred to the old liberals that the majority could in¬ 
terpret historical experience on the ground of other philosophies. 
They did not anticipate the popularity w hich ideas that they would 
have called reactionary, superstitious, and unreasonable acquired in 
the nineteenth and twentieth centuries. Thcv were so fully imbued 

m * 

w ith the assumption that all men arc endowed w ith the faculty of 
correct reasoning that they entirely misconstrued the meaning <>t 
the portents. As they saw it, all these unpleasant events were tem¬ 
porary relapses, accidental episodes to w hich no importance could 
be attached by the philosopher looking upon mankind's history sub 
specie actcrnitatis. Whatever the reactionaries might say, there w as 
one fact which thcv would not be able to deny; namely, that capital¬ 
ism provided for a rapidly increasing population a steadily improving 
standard of living. 

It is precisely this fact that the immense majority did contest. The 
essential point in the teachings of all socialist authors, and especially 
in the teachings of Marx, is the doctrine that capitalism results in a 
progressive pauperization of the working masses. With regard to the 
capitalistic countries the fallacy of this theorem can hardly be ig¬ 
nored. With regard to the backward countries, which were only 
superficially affected by capitalism, the unprecedented increase in 
population figures docs not suggest the interpretation that the masses 
sink deeper and deeper. These countries arc poor when compared 
with the more advanced countries. Their poverty is the outcome of 
the rapid growth of population. These peoples have preferred to rear 
more progeny instead of raising the standard of living to a higher 
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level. That is their own affair. But the fact remains that they had the 
wealth to prolong the average length of life. It would have been im¬ 
possible for them to bring up more children if the means of sustenance 
had not been increased. 

Nonetheless not only the Marxians but many allegedly “bourgeois” 
authors assert that Marx's anticipation of capitalist evolution has been 
by and large verified by the history of the last eighty years. 


XXXVIII. THE PLACE OF ECONOMICS IN LEARNING 


i. The Study of Economics 

T hk natural sciences arc ultimately based on the facts as estab¬ 
lished by laboratory experiment. Physical and biological the¬ 
ories arc confronted w ith these facts, and are rejected when in con¬ 
flict with them. The perfection of these theories no less than the 
improvement of technological and therapeutical procedures requires 
more and better laboratory research. These experimental ventures 
absorb time, painstaking effort of specialists, and costly expenditure 
of material. Research can no longer be conducted bv isolated and 
penniless scientists, however ingenious. I he scat of experimentation 
today is in the huge laboratories supported by governments, universi¬ 
ties, endowments, and big business. Work in these institutions has 
developed into professional routine. The majority of those employed 
in it are technicians recording those facts which the pioneers, of whom 
some arc themselves experimenters, will one day use as building stones 
for their theories. As far as the progress of scientific theories is con¬ 
cerned, the achievements of the rank-and-file researcher arc only 
ancillary. But very often his discoveries have immediate practical 
results in improving the methods of therapeutics and of business. 

Ignoring the radical epistemological difference between the natural 
sciences and the sciences of human action, people believe that what 
is needed to further economic knowledge is to organize economic- 
research according to the well-tried methods of the institutes for 
medical, physical, and chemical research. Considerable sums of money 
have been spent for what is labeled economic research. In fact the 
subject matter of the w ork of all these institutes is recent economic 
history. 

It is certainly a laudable thing to encourage the study of economic 
history. However instructive the result of such studies may be, one 
must not confuse them with the study of economics. They do not 
produce facts in the sense in which this term is applied with regard 
to the events tested in laboratory experiments. They do not deliver 
bricks for the construction of a posteriori hypotheses and theorems. 
On the contrary, they arc without meaning if not interpreted in the 




11 it man Action 


light of theories developed without reference to them. There is no 
need to add anything to what has been said in this respect in the 
preceding chapters. No controversy concerning the causes of a his¬ 
torical event can be solved on the ground of an examination of the 
facts which is not guided by definite praxeological theories. 1 

I he foundation of institutes for cancer research can possibly con¬ 
tribute to the discovery of methods for fighting and preventing this 
pernicious disease, but a business cvclc research institute is of no 
help in endeavors to avoid the recurrence ot depressions. I he most 
exact and reliable assemblage of all the data concerning economic 
depressions of the past is of little use for our know ledge in this field. 
Scholars do not disagree with regard to these data; they disagree 
with regard to the theorems to be resorted to in their interpretation. 

Still more important is the fact that it is impossible to collect the 
• lata concerning a concrete event without reference to the theories 
held bv the historian at the very outset of his work. The historian 
does not report all facts, but only those which he considers as rele¬ 
vant on the ground of his theories; he omits data considered irrelevant 
for the interpretation of the events. If he is misled by faulty theories. 
Ins report becomes clumsv and may be almost worthless. 

I ven the most faithful examination of a chapter of economic his- 
toi'v, though it be the historv of the most recent period of the past, 
is no substitute for economic thinking. Iconomics. like logic and 
mathematics, is a display of abstract reasoning. I.conomics can never 
be i xperimental and empirical. I he economist does not need an ex¬ 
pensive apparatus for the conduct of his studies. What he needs is 
the power to think clearlv and to discern in the wilderness of events 
what is essential from what is merely accidental. 

I here is no conflict between economic history and economics. 
I veiv branch of knowledge has its own merits and its own rights. 
I conomists have never tried to belittle or deny the significance of 
economic history. Neither do real historians object to the study of 
economics. I he antagonism was intentionally called into being bv 
the socialists and interventionists w ho could not refute the objections 
raised against, their doctrines by the economists, l he I listorical School 
and the Institutionalists tried to displace economics and to substitute 
•‘empirical" studies for it precisely because they wanted to silence 
the economists. | omomic historv. as they planned it. was a means 


t Cl.. .iImhii tlu- essential epistemological problems involved, pp. *1-40. about 
the problem ot '*i|ii.iiuit.iti\o" economics, pp. and ?4--t4s>. and about the 

.•m.11*011 isiu imeipret.uu.n of labor conditions under capitalism, pp. 61 t-riiH. 
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of destroying the prestige of economics and of propagandizing foi 


interventionism. 


2. Economics as a Profession 

The early economists devoted themselves to the study of the prob¬ 
lems of economics. In lecturing and writing hooks the) were cage, 
to communicate to their fellow citizens the results of then thinking. 
They tried to influence public opinion in order to make sound poll- 
cies nrevail in rhr rnndnrt of civic affairs. 1 hey nc\ ci conceives 


cies prevail in the conduct of civic 
economics as a profession. - , .• 

The development of a profession of economists is an oflshoot 
interventionism. The professional economist is the spetia 1st 1 
instrumental in designing various measures of government inter c 
cnee with business. He is an expert in the held of economic egis a 10. 
which today invariably aims at hindering the operation <> K 

hampered market economy. , . Vl „„. rv 

There arc thousands and thousands of such pio cssiona c j 
busy in the bureaus of the governments and of the \aii<'us jo 
parties and pressure groups and in the editorial oflices 0 P utx ,K . 
papers and pressure group periodicals. Others arc cmpoxei ' 
visers by business or run independent agencies. Some o t uin • 
nation-wide or even world-wide reputations; many aie amoig 
most influential men of their country. It often happens t ur sue 
pern are called to direct the affairs of big hanks and c«»rp"ia '* • * 

elected into the legislature, and are appointed as ca >nut 1,1 , 

They rival the legal profession in the supreme com mt o | 
affairs. The eminent role they play is one ot the » nost c " u 
features of our age of interventionism. , 

There can he no doubt that a class of men w ho are so ™ 

includes extremely talented individuals, even the m ns Cl s 

of our age. But the philosophy that guides their^ actn 1 \ivs ■ 

their horizon. By virtue of their connection w ith dc I * 

anc j _ • ..S—_;..i iUm»cs. thc\ l»ec 01 m 

one- 
policies 

run concerns of the group they arc serving, 
efforts 


ir horizon. By virtue of their connection w ith clem I • 

I pressure groups, eager to acquire special |>" x ' c £ cs * ' • , . 

-sided. They shut their eves to the remoter o.nse.,uenco of tlu 
licies they arc advocating. With them nothing cunts but « 
i concerns of the group they arc serving. I he ul.uu.ue am• • O'™ 
ts is to make their clients prosper at the expense " " 1 m _ 

’ arc intent upon convincing themselves that tic .1 1 
coincides with the short-run interests of then g ,on P- j. 

II this idea to the nuhlic. In fighting for a hig P ,Kt , , • 


They 
kind 

to sell this idea to the public. In fighting 
°f w heat, or of sugar, for higher wages 


for the members of then 
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union, or for a tariff on cheaper foreign products, they claim to 
be fighting for the supreme good, for liberty and justice, for their 
nation’s flowering, and for civilization. 

1 he public looks askance upon the lobbyists and blames them for 
the dismal features of interventionist legislation. However, the seat 
of the evil is much deeper. The philosophy of the various pressure 
groups has penetrated the legislative bodies. There arc in the present- 
day parliaments representatives of wheat growers, of cattle breeders, 
of farmers’ cooperatives, of silver, of the various labor unions, of in¬ 
dustries w hich cannot stand foreign competition without tariffs, and 
of many other pressure groups. There arc few for whom the nation 
counts more than their pressure group. The same holds true for the 
departments of the administration. The cabinet minister of agricul¬ 
ture considers himself the champion of the interests of farming; his 
main objective is to make food prices soar. The minister of labor 
considers himself the advocate of labor unions; his foremost aim is 
to make the unions as formidable as possible. F.ach department fol¬ 
lows its own course and works against the endeavors of the other 
departments. 

Many people complain today about the lack of creative statesman¬ 
ship. However. under the predominance of interventionist ideas, a 
political career is open only to men w ho identify themselves w ith 
the interests of a pressure group. The mentality of a union leader 
or of a secretary of farmers’ associations is not w hat is required for a 
far-sighted statesman. Service to the short-run interests of a pressure 
group is not conducive to the development of those qualities which 
make a great statesman. Statesmanship is invariably long-run policy; 
but pressure groups do not bother about the long run. The lamentable 
failure of the German Weimar system and of the Third Republic in 
' ranee was primarily due to the fact that their politicians were merely 
experts in pressure group interests. 


Forecasting as a Profession 

When the businessmen finally learned that the boom created bv 
credit expansion cannot last and must necessarily lead to a slump, 
they realized that it was important for them to' know in time the 
date of the break. 1 hev turned to the economists for advice. 

I he economist knows that the boom must result in a depression. 
Hut he docs not and cannot know when the crisis will appear. This 
depends on the special conditions of each case. Many political events 
can influence the outcome. There are no rules according to which 
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the duration of the boom or of the following depression can be 
computed. And even if such rules were available, they would be of 
no use to businessmen. What the individual businessman needs in or¬ 
der to avoid losses is knowledge about the date of the turning point 
at a time when other businessmen still believe that the crash is farther 
away than is really the case. Then his superior knowledge will give 
him the opportunity to arrange his own operations in such a way as 
to come out unharmed. But if the end of the boom could be cal¬ 
culated according to a formula, all businessmen would learn the date 
at the same time. Their endeavors to adjust their conduct of affairs 
to this information would immediately result in the appearance of all 
the phenomena of the depression. It would be too late for any of them 
to avoid being victimized. 

If it were possible to calculate the future structure of the market, 
the future would not be uncertain. I here would be neither entrepre¬ 
neurial loss nor profit. What people expect from the economists is 
beyond the power of any mortal man. 

The very idea that the future is predictable, that some formulas 
could be substituted for the specific understanding which is the es¬ 
sence of entrepreneurial activity, and that familiarity with these 
formulas could make it possible for anybody to take over the con¬ 
duct of business is, of course, an outgrowth of the w hole complex 
of fallacies and misconceptions which arc at the bottom of present- 
day anticapitalistic policies. There is in the whole body of what is 
called the Marxian philosophy not the slightest reference to the fact 
that the main task of action is to provide for the events of an uncertain 
future. The fact that the terms promoter and speculator arc today 
used only with an opprobrious connotation clearly shows that our 
contemporaries do not even suspect in what the fundamental proh- 
lem of action consists. 

Entrepreneurial judgment is one of those things that cannot be 
bought on the market. The entrepreneurial idea that carries on and 
brings profit is precisely that idea which did not occur to the major¬ 
ity. It is not correct foresight as such that yields profits, but fore¬ 
sight better than that of the rest. The prize goes only to those dis¬ 
senters who do not let themselves be misled by the errors accepted 
by the multitude. What makes profits emerge is the provision for 
future needs for which others have neglected to make adequate pro¬ 
vision. 

Entrepreneurs and capitalists expose their own material well-being 
if they arc fully convinced of the soundness of their plans. They 
would never venture to take their economic life into their hands be- 
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cause an expert advised them to do so. 1 hose ignorant people who 
operate on the stock and commodity exchanges according to tips 
arc destined to lose their money, from whatever source they may 
have got their inspiration and “inside" information. 

In fact both the economists and the businessmen are fully aware 
of the uncertainty of the future. The businessmen realize that the 
economists do not dispense any reliable information about things to 
come and that all that they provide is interpretation of statistical data 
referring to the past. For the capitalists and entrepreneurs the econo¬ 
mists’ opinions about the future count only as questionable conjec¬ 
tures. They are skeptical and not easily fooled. But as they quite cor- 
rectlv believe that it is useful to know all the data which could possibly 
have am relevance for their affairs, they subscribe to the newspapers 
and periodicals publishing the forecasts. Anxious not to neglect any 
source of information available, big business employs staffs of econo¬ 
mists and statisticians. 

Business forecasting fails in the vain attempts to make the uncer¬ 
tainty of the future disappear and to deprive entrepreneurship of its 
inherent speculative character. But it renders very valuable services 
in assembling and interpreting the available data about economic 
trends and developments of the recent past. 

4. I-'conomics and the Universities 

l ax-supported universities are under the swav of the party in 
power. I he authorities try to appoint only professors who are ready 
10 advance ideas of which they themselves approve. As all nonsocialist 
governments are today firmly committed to interventionism, they 
appoint only interventionists. In their opinion, the first duty of the 
university is to sell the official social philosophy to the rising gen¬ 
eration.-' 1 hey have no use for economists. 

I low ever, interventionism prevails also at many of the independent 
universities. 

According to an age-old tradition the objective of the universities 
is nor only reaching, bur also the promotion of knowledge and sci¬ 
ence. The duty of the university teacher is not merely to hand down 
to the students the complex of knowledge developed by other men. 
I le is supposed to contribute to the enlargement of this treasure by 
his own work. It is assumed that he is a full-fledged member of the 

-• <i. Santayana. in sneaking of a professor of philosophy of the—then Royal 
Prussian University of Berlin, observed that it seemed to this man “that a pro- 
tessor's business was to trudge along the governmental tow-path with a legal 
cargo." 'Venous and Flares, I New York, 1945), II. 7.) 
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world-embracing republic of scholarship, an innovator and a pioneer 
on the road toward more and better knowledge. No unn^ty uoul 
admit that the members of its faculty are inferior to am bod) _.n the, 

respective fields. Every university professor cons.dcrs himself equal 
to all other masters of his science. I.ikc the greatest of them, 
too contributes his share to the advancement of learning. 

This idea of the equality of all professors is. of course hcti _ 
There is an enormous difference between the ^ c ati v e «ork of the 
genius and the monograph of a specialist. ^ ct in the field of empiric,, 
research it is possib.eVcling to'this fiction. The ^tini^.r, 
the simple routinist resort in their investigations to t c ^c 

nical methods of research. They arrange laboratory e 'P er , ' cnt 
collect historical documents. The outward appearance of the r c k 
is the same. Their publications refer to the same sublets and p.ob 

lems. They arc commensurable. . i c ,. 0 . 

It is quite otherwise in theoretical sciences like ph,l..soph> and c > 
nomics Here there is nothing that the routm.st can achieve accor ling 
to a more or less stereotyped pattern. I here arc no tasks which ic 

quire the conscientious and painstaking effort of 

raphers There is no empirical research; all must be achieved bx the 

power to reflect, to meditate, and to reason 1 here is no 

tion, as all problems are linked xvith one another, n deahngw ■ "> 

part of the body of knowledge one deals actual! « " ><• 

An eminent historian once described the psychologicalami educa 

tional significance of the doctoral thesis by dec ar.ng that tge 

the author the proud assurance that there is a little corner. ; ,,,h "t 

small in the field of learning in the knowledge of w hich he is second 

to none It is obvious .ha, This effect cannot be rca.ucd by a -is 

on a subject of economic analysis. I here arc no such isolated come. 

in the complex of economic thought. 

There never lived at the same time more than a score of men w hose 

work contributed anything essential to economics. I he {""V w'" 

creative men is as small in economics as „ is m other fields of learn¬ 
ing Besides, many of the creative economists do not belong to the 
teaching profession. But there is a demand for thousands of uni¬ 
versity and college teachers of economics. Scho ast.c tradition re- 
,mires that each of them should attest his worth by the publication 
of original contributions, no, merely by compiling textbooks and 
manuals. An academic teacher's reputation and salary depend more 
on his literary work than on his didactic abilities. A professor can¬ 
not help publishing books. If he does not feel the vocation to w „te 
on economics, he turns to economic history or descriptive economics. 
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Bur then, in order not to lose face, he must insist on the claim that 
the problems he treats are economics proper, not economic history. 
I Ic must even pretend that his writings cover the only legitimate field 
of economic studies, that they alone arc empirical, inductive, and 
scientific, u hilc the merely deductive outpourings of the “armchair" 
theorists are idle speculations. If he were to neglect this, he would 
admit that there are among the teachers of economics two classes— 
those who themselves have contributed to the advancement of eco¬ 
nomic thought and those w ho have not, although they may have done 
a fine job in other disciplines such as recent economic history. Thus 
the academic atmosphere becomes unpropitious for the teaching of 
economics. Many professors—happily not all of them—are intent 
upon disparaging “mere theory." They trv to substitute an unsys¬ 
tematically assembled collection of historical and statistical informa¬ 
tion for economic analysis. They dissolve economics into a number 
of integrated branches. 'I'hey specialize in agriculture, in labor, in 
Latin American conditions, and in many other similar subdivisions. 

It is certainly one of the tasks of university training to make stu¬ 
dents familiar with economic history in general and no less with 
recent economic developments. But all such endeavors arc doomed 
to failure it not firmly grounded upon a thorough acquaintance with 
economics. Fconomics does nor allow of any breaking up into special 
branches. It invariably deals with the interconnectedness of all the 
phenomena of action. 1 he catallactic problems-cannot become visible 
if one deals with each branch of production separately. It is impos¬ 
sible to study labor and wages without studying implicitly com¬ 
modity prices, interest rates, profit and loss, money and credit, and 
all the other major problems. The real problems of the determination 
of w age rates cannot even be touched in a course on labor. There arc 
no such things as “economics of labor" or “economics of agriculture.” 

I here is only one coherent body of economics. 

\\ hat these specialists deal with in their lectures and publications 
is not economics, but the doctrines of the various pressure croups. 
Ignoring economics, they cannot help falling prey to the ideologies 
of those aiming ; , r special privileges for their group. Even those 
specialists who do not openly side with a definite pressure group and 
who claim to maintain a lofty neutrality unwittingly endorse the 
essential creeds of the interventionist doctrine. Dealing exclusively 
w ith the innumerable varieties of government interference with busi¬ 
ness, they do not want to cling to”what they call mere negativism. If 
they criticize the measures resorted to. they do it only in order to 
recommend their own brand of interventionism as a substitute for 
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other people’s interventionism. Without n qualm they endorse the 
fundamental thesis of both interventionism and socialism that the un¬ 
hampered market economy unfairly harms the vital interests of the 
immense majority for the sole benefit of callous exploiters. As the\ 
see it, an economist who demonstrates the futility of interventionism 
is a bribed champion of the unjust claims of big business. It is im¬ 
perative to bar such scoundrels from access to the universities and 
their articles from being printed in the periodicals of the associations 
of university teachers. 

The students are bewildered. In the courses of the mathematical 
economists they are fed formulas describing hypothetical states of 
equilibrium in which there is no longer any action. 1 hey easil\ con¬ 
clude that these equations arc of no use whatever for the compre¬ 
hension of economic activities. In the lectures of the specialists they 
hear a mass of detail concerning interventionist measures. 1 hey must 
infer that conditions arc paradoxical indeed, because there is nc\ci 
equilibrium, and wage rates and the prices of farm products arc not 
so high as the unions or the farmers want them to be. It is obvious 
that a radical reform is indispensable. But what kind of reform.* 

The majority of the students espouse without any inhibitions the 
interventionist panaceas recommended by their professors. Social 
conditions will be perfectly satisfactory w hen the government en¬ 
forces minimum wage rates and provides everybody with adequate 
food and housing, or when the sale of margarine and the importation 
of foreign sugar arc prohibited. They do not sec the contradictions 
in the words of their teachers, who one day lament the madness ol 
competition and the next day the evils of monopoly, w ho one day 
complain about falling prices and the next day about rising living 
costs. They take their degrees and try as soon as possible to get .1 
job w ith the government or a powerful pressure group. 

But there are many young men who arc keen enough to see through 
the fallacies of interventionism. They accept their teachers* rejection 
of the unhampered market economy. But they do not believe that 
the isolated measures of interventionism could succeed in attaining 
the ends sought. They consistently carry their preceptors* thoughts 
to their ultimate logical consequences. They turn toward socialism. 
They hail the Soviet system as the dawn of a new and better civiliza¬ 
tion. . . 

However, what has made many of the present-day universities 
by and large nurseries of socialism is not so much the conditions pre¬ 
vailing in the departments of economics as the teachings handed down 
in other departments. In the departments of economics there can 
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still be found eminent economists, and even the other teachers are 
familiar with some of the objections raised against the practicability 
of socialism. The case is different with many of the teachers of phi¬ 
losophy, history, literature, sociolog)', and political science. They in¬ 
terpret history on the ground of a garbled vulgarization of dialectical 
materialism. Even many of those who passionately attack Marxism 
on account of its materialism and atheism are under the sway of the 
ideas developed in the Conmiumst Manifesto and in the program of 
the Communist International. They explain depressions, mass un¬ 
employment, inflation, war and poverty as evils necessarily inherent 
in capitalism and intimate that these phenomena can disappear only 
with the passing of capitalism. 

5. General Education and Economics 

In countries which are not harassed by struggles between various 
linguistic groups public education can work very well if it is limited 
to reading, writing, and arithmetic. With bright children it is even 
possible to add elementary notions of geometry, the natural sciences, 
and the valid laws of the country. But as soon as one wants to go 
farther, serious difficulties appear. Teaching at the elementary level 
necessarily turns into indoctrination. It is not feasible to represent to 
adolescents all the aspects of a problem and to let them choose be¬ 
tween dissenting views. It is no less impossible to find teachers who 
could hand down opinions of which they themselves disapprove in 
such a way as to satisfy those who hold these opinions. The part)' that 
operates the schools is in a position to propagandize its tenets and 
to disparage those of other parties. 

In the field of religious education the liberals solved this problem 
by the separation of state and church. In liberal countries religion is 
no longer taught in public schools. But the parents arc free to send 
their children into denominational schools supported bv religious 
communities. 

How ever, the problem docs not refer only to the teaching of re¬ 
ligion and of certain theories of the natural sciences at variance with 
rhe Bible. It concerns even more the teaching of history and eco¬ 
nomics. 

1 he public is aware of the matter only with regard to the inter¬ 
national aspects of the teaching of history. There is some talk to¬ 
day about the necessity of freeing the reaching of history from the 
impact of nationalism and chauvinism. Bur few people realize that 
rhe problem of impartiality and objectivity is no less present in deal- 
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ing with the domestic aspects of history. The teacher s or the text¬ 
book author’s own social philosophy colors the narrative. The more 
the treatment must be simplified and condensed in order to be 
comprehensible to the immature minds of children and adolescents, 
the worse arc the effects. 

As the Marxians and the interventionists sec it, the teaching of his¬ 
tory in the schools is tainted by the endorsement of the ideas of old 
liberalism. They want to substitute their own interpretation of his¬ 
tory for the “bourgeois** interpretation. In .Marxian opinion the 
English Revolution of 16H8, the American Revolution, the great 
French Revolution, and the nineteenth-century revolutionary move¬ 
ments in continental Europe were bourgeois movements. 1 hey re¬ 
sulted in the defeat of feudalism and in the establishment of bour¬ 
geois supremacy. The proletarian masses w ere not emancipated; they 
merely passed from the class rule of the aristocracy to the class rule 
of the capitalist exploiters. To free the working man. the abolition 
of the capitalist mode of production is required. I his, contend the 
interventionists, should be brought about by Sozialpolitik or the New 
Deal. The orthodox Marxians, on the other hand, assert that only 
the violent overthrow of the bourgeois system of government could 
effectively emancipate the proletarians. 

It is impossible to deal with any chapter of history without taking 
a definite stand on these controversial issues and the implied eco¬ 
nomic doctrines. The textbooks and the teachers cannot adopt a 
lofty neutrality with regard to the postulate that the “unfinished 
revolution*’ needs to be completed by the communist revolution. 
Every statement concerning events of the last three hundred years 
involves a definite judgment on these controversies. One cannot avoid 
choosing between the philosophy of the Declaration of Independence 
and the Gettysburg Address and that of the Connmmist Manifesto. 
'The challenge is there, and it is useless to bury one's head in the sand. 

On the high school level and even on the college level the handing 
down of historical and economic knowledge is virtually indoctrina¬ 
tion. The greater part of the students arc certainly not mature enough 
to form their own opinion on the ground of a critical examination of 
their teachers* representation of the subject. 

If public education were more efficient than it really is, the po¬ 
litical parties would urgently aim at the domination of the school 
system in order to determine the mode in which these subjects arc 
to be taught. However, general education plays only a minor role in 
the formation of the political, social, and economic ideas of the ris¬ 
ing generation. The impact of the press, the radio, and environmental 
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conditions is much more powerful than that of teachers and text¬ 
books. The propaganda of the churches, the political parties, and the 
pressure groups outstrips the influence of the schools, whatever they 
may teach. What is learned in school is often very soon forgotten 
and cannot carry on against the continuous hammering of the social 
milieu in which a man moves. 

(. Economics and the Citizen 

Economics must not be relegated to classrooms and statistical offices 
and must not be left to esoteric circles. It is the philosophy of human 
life and action and concerns everybody and everything. It is the 
pith of civilization and of mans human existence. 

I'o mention this fact is not to indulge in the often derided weak¬ 
ness of specialists who overrate the importance of their own branch 
of knowledge. Not the economists, but all the people today assign 
this eminent place to economics. 

All present-day political issues concern problems commonly called 
economic. All arguments advanced in contemporary discussion of 
social and public affairs deal w ith fundamental matters of praxcologv 
and economics. Everybody's mind is preoccupied with economic doc¬ 
trines. Philosophers and theologians seem to be more interested in 
economic problems than in those problems w hich earlier generations 
considered the subject matter of philosophy and theology. Novels 
and plays today treat all things human—including sex relations—from 
the angle of economic doctrines. Everybody thinks of economics 
w hether he is aware of it or not. In joining a political party and in 
casting his ballot, the citizen implicitly takes a stand upon essential 
economic theories. 

In the sixteenth and seventeenth centuries religion was the main 
issue in European political controversies. In the eighteenth and nine¬ 
teenth centuries in I urope as well as in America the paramount ques¬ 
tion was representative government versus royal absolutism. Today it 
is the marker ccononn versus socialism. This is, of course, a problem 
the solution of which depends entirely on economic analysis. Re¬ 
course to empty slogans or to the mysticism of dialectical materialism 
is of no avail. 

There is no means bv which anyone can evade his personal re¬ 
sponsibility. Whoever neglects to examine to the best of his abilities 
all the problems involved voluntarily surrenders his birthright to a 
self-appointed elite of supermen. In such vital matters blind Reliance 
upon “experts and uncritical acceptance of popular catchwords and 
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prejudices is tantamount to the abandonment of sclf-dctcrmmation 
and to yielding to other people s dominion. As cond.tons are «, 
day, nothing can be more important to c\cr\ intc *© 
economics. His own fate and that of his progcn\ is at , 

Very few are capable of contributing anv conscquciu.a idea to 
the body of economic thought. But all reasonable «^cn are caHed up n 
to familiarize themselves with the teachmgs of econonucs. I h,s is. 

in our age, the primary civic duty. _ nnnr rc _ 

Whether we like it'or not, it is a fact that econom cs, ^ not J 
main an esoteric branch of knowledge accessible onl> to small groups 
of scholars and specialists. Economics deals sv uh <■ • 

mental problems; it concerns everyone and belongs to all. It .s 
main and proper study of every citi/cn. 

7. Economics and l rccdom 

The paramount role that economic ideas play in the determina- 
tion of civic affairs explains why governments pohttcal,prt^and 

pressure groups are intent upon restricting t >c ic doctrine 

thought. They are anxious to propagandize the r £"te i Zh 
and to silence the voice of the "bad” doemnes. As thc> sec « tr 
has no inherent power which could make ,t ultima^.f 
by virtue of its being true. In order to carry on. truth ce & 
backed by violent action on the part of the P ol '^ c 
troops. In this view, the criterion of a doctrine s ruth - the f.. ct 
that its supporters succeeded in defeating by force of arms the chain 
Pions of deeming views. It is implied that God or some mythical 
atrenev directing the course of human affairs always bestows victon 
upon tfmsc fighting for the good cause. Government is rom 
and has the sacred duty of exterminating the heretic. 

It is useless to dwell upon the contradictions and mcons.stcnc.c 
of this doctrine of intolerance and persecution of dissenters. Nctcr 
before has the world known such a cleverly contrived system of 
propaganda and oppression as that instituted by contcmporan gov¬ 
ernments. parties, and pressure groups. However, all these «cc 
w ill crumble like houses of cards as soon as a great ideology attacks 

tH Not only in the countries ruled by barbarian and neobarbarian 
despots, but no less in the so-called Western democracies, the study 
of economics is practically outlawed today. I he public discussion of 
economic problems ignores almost entirely all that has been said b\ 
economists in the last two hundred years. Prices, w age rates, interest 
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rates, and profits are dealt with as if their determination were not 
subject to any law. Governments try to decree and to enforce maxi¬ 
mum commodity prices and minimum wage rates. Statesmen exhort 
businessmen to cut down profits, to lower prices, and to raise wage 
rates as if these were dependent on the laudable intentions of indi¬ 
viduals. In the treatment of international economic relations people 
blithely resort to the most naive fallacies of Mercantilism. Few are 
aware of the shortcomings of all these popular doctrines, or realize 
why the policies based upon them invariably spread disaster. 

These arc sad facts. However, there is only one way in which a 
man can respond to them: by never relaxing in the search for truth. 



XXXIX. ECONOMICS AND THE ESSENTIAL PROBLEMS 

OF HUMAN EXISTENCE 


i. Science and Life 

I T is customary to find fault with modern science because it ab¬ 
stains from expressing judgments of value. Living and acting man, 
we arc told, has no use for Wertfreiheit; he needs to know w hat he 
should aim at. If science docs not answer this question, it is sterile. 
However, the objection is unfounded. Science docs not value, but 
it provides acting man with all the information he may need with 
regard to his valuations. It keeps silence only when the question is 
raised whether life itself is worth living. 

This question, of course, has been raised too and w ill always be 
raised. What is the meaning of all these human endeavors and activi¬ 
ties if in the end nobody can escape death and decomposition? Man 
lives in the shadow of death. Whatever he may have achieved in the 
course of his pilgrimage, he must one day pass away and abandon 
all that he has built. Each instant can become his last. I here is only 
one thing that is certain about the individual's future—death. Seen 
from the point of view' of this ultimate and inescapable outcome, all 
human striving appears vain and futile. 

Moreover, human action must be called inane even when judged 
merely with regard to its immediate goals. It can never bring full 
satisfaction; it merely gives for an evanescent instant a partial re¬ 
moval of uneasiness. As soon as one want is satisfied, new w ants spring 
up and ask for satisfaction. Civilization, it is said, makes people 
poorer, because it multiplies their wishes and does not soothe, but 
kindles, desires. All the busy doings and dealings of hard-working 
men, their hurrying, pushing, and bustling arc nonsensical, for they 
provide neither happiness nor quiet. Peace of mind and serenity can¬ 
not be won by action and secular ambition, but only by renuncia¬ 
tion and resignation. The only kind of conduct proper to the sage 
is escape into the inactivity of a purely contemplative existence. 

Yet all such qualms, doubts, and scruples are subdued by the 
irresistible force of man’s vital energy. True, man cannot escape 
death. But for the present he is alive; and life, not death, rakes hold 
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of him. Whatever the future may have in store for him, he cannot 
withdraw from the necessities of the actual hour. As long as a man 
lives, he cannot help obeying the cardinal impulse, the elan vital. 
It is man’s innate nature that he seeks to preserve and to strengthen 
his life, that he is discontented and aims at removing uneasiness, that 
he is in search of what may be called happiness. In every living be¬ 
ing there works an inexplicable and nonanalyzable Id. This Id is the 
impulsion of all impulses, the force that drives man into life and 
action, the original and ineradicable craving for a fuller and happier 
existence. It works as long as man lives and stops only with the extinc¬ 
tion of life. 

Human reason serves this vital impulse. Reason’s biological function 
is to preserve and to promote life and to postpone its extinction as 
long as possible. Thinking and acting arc not contrary to nature; they 
arc, rather, the foremost features of man’s nature. The most appro¬ 
priate description of man as differentiated from nonhuman beings 
is: a being purposively struggling against the forces adverse to his 
life. 

I lencc all talk about the primacy of irrational elements is vain. 
Within the universe the existence of which our reason cannot ex¬ 
plain, analyze, or conceive, there is a narrow field left within which 
man is capable of removing uneasiness to some extent. This is the 
realm of reason and rationality, of science and purposive action. 
Neither its narrowness nor the scantiness of the results man can ob¬ 
tain within it suggest the idea of radical resignation and lethargy. No 
philosophical subtleties can ever restrain a healthy individual from 
resorting to actions which—as he thinks—can satisfy his needs. It 
may be true that in the deepest recesses of man’s soul there is a long¬ 
ing for the undisturbed peace and inactivity of a merely vegetative 
existence. Hut in living man these desires, whatever they may be, are 
outweighed by the urge to act and to improve his own condition. 
Once the forces of resignation get the upper hand, man dies; he docs 
not turn into a plant. 

It is true, praxcologv and economics do not tell a man whether 
he should preserve or abandon life. Life itself and the unknown forces 
that originate it and keep it burning are an ultimate given, and as 
such beyond the pale of human science. The subject matter of 
praxeology is merely the essential manifestation of human life, viz., 
action. 
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2. Economics and Judgments of \ aluc 

While many people blame economics for its neutrality w ith re¬ 
gard to value judgments, other people blame it for its alleged in¬ 
dulgence in them. Some contend that economics must necessarily 
express judgments of value and is therefore not really scientific, as 
the criterion of science is its valuational indifference. Others main¬ 
tain that good economics should be and could be impartial, and that 
only bad economists sin against this postulate. 

The semantic confusion in the discussion of the problems con¬ 
cerned is due to an inaccurate use of terms on the part of many 
economists. An economist investigates whether a measure a can bring 
about the result p for the attainment of which it is recommended, 
and finds that a docs not result in p but in g, an effect which even 
the supporters of the measure a consider undesirable. If this econ¬ 
omist states the outcome of his investigation by saying that a is a 
bad measure, he docs not pronounce a judgment of value. He merely 
says that from the point of view of those aiming at the goal p, the 
measure a is inappropriate. In this sense the free-trade economists at¬ 
tacked protection. They demonstrated that protection docs not. as 
its champions believe, increase but, on the contrary, decreases the 
total amount of products, and is therefore bad from the point of 
view of those who prefer an ampler supply of products to a smaller. 
It is in this sense that economists criticize policies from the point 
of view of the ends aimed at. If an economist calls minimum w age 
rates a bad policy, what he means is that its effects are contrary to 
the purpose of those who recommend their application. 

From the same point of view praxcologv and economics look 
upon the fundamental principle of human existence and social evolu¬ 
tion, viz., that cooperation under the social division of labor is a more 
efficient way of acting than is the autarkic isolation of individuals. 
Praxeology and economics do not say that men should peacefully co¬ 
operate within the frame of societal bonds; they merely say that men 
must act this w ay if they want to make their actions more successful 
than otherwise. Compliance with the moral rules which the estab¬ 
lishment, preservation, and intensification of social cooperation re¬ 
quire is not seen as a sacrifice made to a mythical entity, but as the 
recourse to the most efficient methods of action, as a price ex¬ 
pended for the attainment of more highly valued returns. 

It is against this substitution of an autonomous, rationalistic and 
voluntaristic ethics for the hetcronomous doctrines both of intui- 
tionism and of revealed commandincnrs that the united forces of 


20 


88 o Human Action 

all antilibcral schools and dogmatisms direct the most furious attacks. 
They all blame the utilitarian philosophy for the pitiless austerity 
of its description and analysis of human nature and of the ultimate 
springs of human action, it is not necessary to add anything more 
to the refutation of these criticisms which every page of this book 
provides. Only c nc point should be mentioned again, because on the 
one hand it is the acme of the doctrine of all contemporary pied 
pipers and on the other hand it offers to the average intellectual a 
\\ clcomc excuse to shun the painstaking discipline of economic studies. 

Economics, it is said, in its rationalistic prepossessions assumes that 
men aim only or first of all at material well-being. Hut in reality men 
prefer irrational objectives to rational ones. They are guided more 
by the urge to realize myths and ideals than by the urge to enjoy 
a higher standard of living. 

W hat economics has to answer is this: 

i. Economics does not assume or postulate that men aim only or 
first of all at what is called material well-being. Economics, as a branch 
of the more general theory of human action, deals with all human 
action, i.c.. with man’s purposive aiming at the attainment of ends 
chosen, whatever these ends may be. To apply the concept rational 
or irrational to the ultimate ends chosen is nonsensical. We may call 
irrational the ultimate given, viz., those things that our thinking can 
neither analyze nor reduce to other ultimately given things. Then 
cverv ultimate end chosen bv am man is irrational. It is neither more 
nor less rational to aim at riches like Croesus than to aim at poverty 
like a Buddhist monk. 

W hat these critics have in mind when employing the term 
rational ends is the desire for material well-being and a higher standard 
of living. It is a question of fact w hether or not their statement is true 
that men in general and our contemporaries especially arc driven 
more by the wish to realize myths and dreams than by the wish to 
improve their material well-being. Although no intelligent being 
could fail to give the correct answer, we may disregard the issue, 
l or economics docs not sav anything either in favor of or against 
myths. It is perfectly neutral with regard to the labor-union doc¬ 
trine, the credit-expansion doctrine and all such doctrines as far as 
these may present themselves as myths and are supported as myths 
by their partisans. It deals with these doctrines only as far as they 
are considered doctrines about the means fit for the attainment of 
definite ends. Economics docs not sav labor unionism is a bad myth. 
It merely says it is an inappropriate means of raising wage rates for 
all those eager to earn wages. It leaves it to every man to decide 
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whether the realization of the labor-union myth is more important 
than the avoidance of the inevitable consequences of labor-union 
policies. 

In this sense we may say that economics is apolitical or nonpo¬ 
litical, although it is the foundation of politics and of every kind of 
political action. We may furthermore say that it is perfectly neutral 
with regard to all judgments of value, as it refers always to means 
and never to the choice of ultimate ends. 


3. Economic Cognition and Human Action 

Man’s freedom to choose and to act is restricted in a threefold way. 
There are first the physical laws to whose unfeeling absoluteness man 
must adjust his conduct if he wants to live. There are second the 
individual’s innate constitutional characteristics and dispositions and 
the operation of environmental factors; we know that they influence 
both the choice of the ends and that of the means, although our 
cognizance of the mode of their operation is rather vague. There is 
finally the regularity of phenomena with regard to the interconnect¬ 
edness of means and ends, viz., the praxcological law as distinct from 
the physical and the physiological law. 

The elucidation and the catcgorial and formal examination of 
this third class of the laws of the universe is the subject matter of 
praxcology and its hitherto best-developed branch, economics. I he 
body of economic knowledge is an essential clement in the structure 
of human civilization; it is the foundation upon which modern in¬ 
dustrialism and all the moral, intellectual, technological, and thera¬ 
peutical achievements of the last centuries have been built. It rests 
with men whether they will make the proper use of the rich treasure 
with which this knowledge provides them or whether they will 
leave it unused. Hut if they fail to take the best advantage of it and 
disregard its teachings and warnings, they will not annul economics; 
they w ill stamp out society and the human race. 
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